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1) Introduction
a) Goals

i) Discuss the various types of entities – 
(1) RIC – regulated investment company
(2) REIT

(3) FIT - fixed investment trust

(4) Partnership

(5) S corps

(6) REMICs – real estate mortgage investment conduit

(7) FASIT – Financial asset securitization investment trust (but these were repealed 2004 so not discussing.)

(8) Something about something covered under subchapter T

ii) Understand policy and history behind these rules
b) Starting areas of code

i) 11a – imposes tax on taxable income of every corp (currently about 35%.)

(1) 7701a – defines what a corporation is.

(a) Says it includes associations, joint stock companies and insurance companies.

(i) Note these aren’t just state law corps.

(ii) Another question is what is Association (me: vs. trust)?

c) How do they achieve pass through?

i) RIC and REIT – by dividend deduction.

ii) REMIC – interest deduction allowed to REMIC, and whatever’s left is residual (not sure what this is.)

d) What passes through?

i) REIT – can pass through LT CG.

ii) RICs – can pass through LTCG, ordinary income, sometimes tax exempt income, sometimes foreign sourced income (along with related foreign withholding taxes.) For foreign SHs can also pass through ST CG and interest income. Prof said something about how not subject to withholding tax.

e) Different reporting requirements too


i) Some treated as partnerships (get K1s), some just get income statements (1099s for interest and so on.)

ii) Comments

(1) The market dislike getting K1s.

(a) Sometimes set up trust b/w partnership and investors to turn K1s into 1099s.

f) Different qualifications

i) RIC – income test and asset test.

ii) REIT – income test and two asset tests.

iii) Publically traded partnership that doesn’t want to be corp – just income test.

g) What basic form are they? (they get some of the other rules from these areas.)
i) RIC, REITs, S Corps – Sub C entities.

ii) Partnerships are sub K entities.
h) Different SHs prefer different forms
i) Pension plans

(1) If they invest in partnerships then the P’s debt becomes their debt, and (something about unrelated business income?)

(2) If they invest in REITs then the debt is the REITs debt and income they get is unrelated business income.

ii) Foreign investors

(1) By investing in shopping mall via REIT, they can avoid investing “in” the US (but doesn’t get around FIRPTA.)

iii) tax exempt investors and such want different things.

i) Overlap

i) If have to register under 1940 act, then almost have to be RIC

(1) Under passive income exception, “good income” does not include int/div if registered under 1940 act.

(2) So no overlap.

ii) In real estate, publicly traded partnership can do anything REIT can do and more w/in confines of 90% rule.

(1) So major overlap.

iii) S corps are very similar to partnerships.

(1) But not S corps corps so can do reorgs. Also difference re the payroll tax.

j) Good income

i) Good income for RICs

(1) Int. div., gain from stock and securities, income from securities/loans and other specified income.

ii) Good income for public partnership 90% test.

iii) REITs

(1) Leasing real estate and mortgage loans

iv) Charities

(1) Unrelated business income rule 512

v) Foreign investors

(1) At some point income crosses the line and becomes sourced in the US.

k) Comments

i) Corp tax rates in other countries
(1) France – has system where corp pays tax but SHs get credit for that tax (at some % of the original tax.)

(2) US – double taxation of corporate income

(a) Never seriously considered integration.

(3) Comments

(a) Bittker-Eustice book taxation of corporations and SHs has a good summary of integrated tax systems.

2) Entity classification

a) More on check the box

i) Intro

(1) Came out in regulations in 1996.

ii) Rules

(1) Certain things can’t check the box (these taxed under own rules.)

(a) E.g. publicly traded partnership who don’t meet 90% gross income test (I think 44A or 404A. No. fix this.) 

(b) Trusts

(i) Three types

1. Business trusts
2. Fixed assets trusts (general trusts.)

3. Ordinary trusts (like trust for child.)

(c) REITS and RICs 

(d) Coops taxed under subchapter T are also corps (but they have different tax than corp under sub T.)

(e) REMICs – something about how REMIC rules are designed to make “phantom income” taxable.

(f) If organized as corporation domestically – then classified as a corporation.

(g) Insurance company or joint stock company is a per se corporation.

(h) Foreign entities

(i) If on the list of per se corporations – then you are a corporation. E.g. French SA. English public limited company.

(2) Other than this your treatment is entirely elective. Can check to be corp or vice versa.

(a) Form is 8832.

iii) Other notes

(1) There is a five year rule, so once you check the box can’t check for five years.
(a) Prof. says this is easy to get around though. Missed how.
iv) Comments

(1) CTB could have been used to erode subpart F rules.

(a) CFC paying tax to another country. Lowers this by paying interest to a entity in a zero tax jdx. Check the box to treat that as a branch. So you’ve now effectively wiped out tax because now it has no subpart F income, b/c of interest deductions.

(b) I think IRS passed some rules to stop this.

(2)  Another international problem.

(a) US payor making payments to a partnership in another country. Whether there is withholding on these payments depends on what the treaty says. Say treaty says not to tax them. Then other country calls entity a corporation and says they too won’t tax on the dividends paid by that partnership b/c of no double tax rules. Question is should you go back and treat this as a corp for treaty purposes under US tax law?

(i) Not quite sure I get this. Maybe ask.

(3) Some wonder if these CTB regs have statutory authority b/c no statue and obviously supreme court didn’t have new case.

(a) But in two cases challenging the regs the court said the regs were valid.

b) What if you’re not corp (either automatically or via check the box?)

i) Rule

(1) If more than one owner -> partnership.

(2) If not more than one owner -> Association.
ii) Comments

(1) Me: also trust thing.

c) cases

i) Morrissey

ii) Luna case

iii)  Some case about doctors wanting to be corp.

3) RICs 

a) Intro

i) late 1930s 

ii) After Morrissey called managed investment trusts a corp, One lobby group attained the RIC (regulated investment company) provisions – to get pass through status. This was in 1936.

iii) RICs are basically corporations for many purposes (including tax free reorg) with some modifications. 

iv) Taxed under subchapter M.

v) 851-855, 860

vi) Can have complicated structures

(1) RICs investing in other RICs

(2) RICs being partners in partnerships, and that partnership has offshore investors.
b) How do you qualify?

i) Registered under 40 act or a few other things. 851a.
(1) Any issuer that is or holds self out as being engaged primarily in business of trading in securities.

(2) Comments

(a) Once you are a 40 act inv company have basically be a RIC to get pass through b/c can’t qualify as publicly traded partnership. (me: not sure why.)

ii) Have to be domestic corporation for tax purposes. 851a

(1) Doesn’t have to be incorporated, but has to be corp for fed tax purposes.

(a) So e.g. organize as trust and check the box. Not sure if you need to check box though, maybe automatic.
iii) Make election to be treated as RIC. 851b1
(1) Make election on return. 
(2) Other notes

(a) If inv co doesn’t make election then subject to accumulated earnings tax. PLRs 8705092, 8705001.

(b) Once made it’s irrevocable. PLR 9345016
iv) No E&P from a non-REIT year.

v) 851b2 – type of income requirement
(1) 90% of RIC’s gross income must be made up of
(a) Dividends

(i) Income inclusion date is the date on which the shares are acquired. 852b9.
1. Comment

a. Normal rule is that you look at date received. Find out how this works.
i. An RIC, that is the holder of record of any share of stock on the record date for any dividend payable with respect to the stock, must include the dividend in gross income as of the later of (i) the date on which the share became ex-dividend, or (ii) the date the company acquired the stock. IRC § 852(b)(9).

(ii) Amount included in gross income under 951a1A (subpart F) and 1293a (PFIC) rules (I think both of these are CFC situations) are treated as dividends, so long as there is actual distribution of E&P during the year. 851b. What if there is no distribution of E&P? I think what happens is it’s taxed to SH when they get deemed dividend, and 
1. Comments

a. Prof. says RIC rarely SH in CFC but can be in PFIC.

2. CFCs

a. If a RIC directly, or indirectly, owns at least 10% of the stock in a controlled foreign corporation (CFC) it must include in its gross income its pro rata share of the CFC's 'subpart F income' under § 951(a)(1)(A)(i), even if the CFC does not distribute that income to its shareholders. [FN148] Such subpart F income does not technically qualify as a 'dividend,' because § 316 defines 'dividend' as a distribution of property by a corporation to its shareholders that meets certain requirements. [FN149]

b. Section 959(a)(1) provides that, if a CFC does make distributions to its shareholders, such distributions are not included in the gross income of shareholders to the extent that such amounts are, or have been, included in the gross income of the shareholders under § 951(a).

c. Thus, a shareholder in a CFC that receives distributions of current earnings does not have 'dividend' income even if amounts are included in the shareholder's gross income under § 951(a), because amounts included under § 951(a) are not dividends; the distribution actually received is not included in gross income under § 959(a)(1). [FN150]

d. Section 851(b) and the regulations thereunder [FN151] provide a special rule that amounts included in a RIC's gross income as subpart F income under § 951(a)(1)(A)(i) are treated as dividend income for purposes of the qualifying income test to the extent that:

i. a distribution out of a foreign corporation's earnings and profits of the taxable year is not included in gross income by reason of § 959(a)(1); and

ii. the earnings and profits are attributable to the amounts which were so included in gross income under § 951(a)(1)(A)(i). [FN152]

e. Thus, a RIC can treat subpart F income as dividends, for purposes of the qualifying income test, to the extent that, in the same year, it receives distributions of such subpart F income. [FN153]

f. Comment: It seems clear that subpart F income with respect to stock in a CFC, and any other income or gains from stock in a CFC, now always qualify under the qualifying income test of § 851(b)(2) because such income should be considered 'derived with respect to [the RIC's] business of investing in stock.' The IRS agreed with this approach in a private letter ruling  [FN154] involving a RIC that intended to form a wholly owned subsidiary that would be taxed as a foreign corporation. The subsidiary was also intended to invest in commodity futures contracts. The ruling concluded that income derived by the RIC from its investment in the subsidiary, whether or not attributable to subpart F income, would be income derived with respect to the RIC's business of investing in the stock of the subsidiary and would thus be qualifying income to the RIC under § 851(b)(2). [FN155]

i. FN149. See also Regs. § 1.951-1(a)(2); Rev. Rul. 76-403, 1976-2 C.B. 229.

ii. FN150. See also § 959(d), which provides that distributions excluded from gross income under § 959(a)(1) are, with limited exceptions, not treated as dividend income.

iii. FN151. Regs. § 1.851-2(b)(2).

iv. FN152. Regs. § 1.851-2(b)(2).

v. FN153. Note that the special rule applicable to RICs relating to the income from CFCs applies only to subpart F income that is included in a RlC's gross income under § 951(a)(1)(A)(i). If amounts are also included under § 951(a)(1)(A)(ii) or (iii)(which relate to amounts withdrawn from investments in less developed countries or from foreign-based shipping operations), the actual distribution must be allocated proportionately. Regs. § 1.851-2(b)(2)(ii). Such an allocation seems unnecessary after the 1986 TRA, under the expanded qualifying income test.

vi. FN154. PLR 200647017. See Collinson, 'Qualifying Income of a RIC From Investment in a CFC,' 2007 TNT 30-49 (2/13/07).

vii. FN155. See also PLRs 200822010(ruling that income derived by RIC from its investments in wholly owned subsidiary was qualifying income without regard to whether income was subpart F income and without regard to whether income had been distributed), 200743005(same).

g. Thus, for example, M is a United States shareholder in X Corporation, a controlled foreign corporation. M and X each use the calendar year as the taxable year. For 1977, M is required by section 951(a)(1)(A) to include $3,000 in its gross income, $1,000 of which is included under clause (i) thereof. In 1977, M received a distribution described in section 959(c)(2) of $2,700 out of X's earnings and profits for 1977, which is, by reason of section 959(a)(1), excluded from M's gross income. The amount of the distribution attributable to the amount included under section 951(a)(1)(A)(i) is $900, i.e., $2,700 multiplied by ($1,000/$3,000).

3. PFICs

a. A passive foreign investment company (PFIC) is, generally, any foreign corporation if either:

i. 75% or more of the gross income of the corporation for the year is passive income; or

ii. the average percentage of assets held by the corporation during the taxable year that produce passive income or that are held for the production of passive income is at least 50%. [FN641]

b. three ways to tax

i. If a QEF election or mark-to-market election is not made with respect to shares of a PFIC, a U.S. stockholder of the PFIC is not subject to tax until the stockholder either receives a distribution or disposes of the PFIC stock. [FN642] However, the PFIC provisions contain a complex set of rules intended to impose an interest charge with respect to the deferral of taxes achieved through the use of a foreign corporation. These rules apply to an "excess distribution."
-- In general, an excess distribution is any excess of (i) the amount of distributions received by a stockholder during the taxable year, over (ii) 125% of the average amount received during the preceding three years (or, if shorter, the portion of the taxpayer's holding period before the taxable year). [FN643] Whether or not a distribution is an excess distribution does not depend on the distributing corporation's earnings and profits. If a stockholder disposes of stock in a PFIC, any gain recognized on the disposition is treated as an excess distribution.
-- To the extent that gains or excess distributions from a PFIC are included in a RIC's income, the RIC can eliminate any tax at the RIC level by distributing the amount of the gains or excess distributions to its shareholders. However, if a RIC holds shares in a PFIC during more than one taxable year, the portion of the realized gains or excess distributions that are allocated to prior taxable years are not included in the RIC's gross income in any year. Instead, a tax and interest charge, computed under § 1291, are imposed at the RIC level on the amount of gains or excess distributions allocated to prior years. A RIC cannot avoid this tax and interest by distributing the gains or excess distributions to shareholders.

ii. Alternatively, if a RIC (or other U.S. shareholder) makes a QEF election with respect to a PFIC, the RIC must include in gross income (for the taxable year in which or with which the taxable year of the foreign corporation ends) its pro rata share of the foreign corporation's ordinary income and long-term capital gain. [FN647] An electing shareholder would increase their basis by amounts included in income, and distributions of amounts previously included in income are not subject to tax but reduce basis. [FN648] 1293. 1293d
-- Comment: Although it is possible for a shareholder of an eligible PFIC to make a QEF election, as a practical matter, it is very difficult for a RIC (or for that matter any holder of shares in a PFIC) to make a QEF election, because the PFIC has to agree to compute its earnings and profits under U.S. tax principles and to permit access to its books and records.
iii. An "eligible RIC" may own marketable stock in a PFIC and may make a mark-to-market election with respect to that stock. [FN657] An "eligible RIC" for this purpose is any RIC (i) that offers for sale, or has outstanding, stock that the RIC issued and that is redeemable at net asset value, or (ii) that publishes net asset valuations at least annually. [FN658] 1.1296-1a1

c. Section 851(b) was amended by the 1986 TRA, effective for tax years of foreign corporations beginning after December 31, 1986, to provide that amounts included in gross income under § 1293(a)(relating to certain passive foreign investment companies that are qualified electing funds) are treated as dividends, for purposes of the qualifying income test, to the extent that there is a distribution under § 1293(c) out of the earnings and profits for the taxable year which are attributable to the amounts so included.

d. This amendment apparently was patterned after the prior treatment of distributions from CFCs discussed in V, D, 5, above. The amendment appears to be superfluous because under a simultaneous amendment by 1986 TRA to § 851(b)(2), income derived by a RIC with respect to its business of investing in stock or securities is qualifying income. Thus all income derived from stock or securities of passive foreign investment companies should be qualifying income under § 851(b)(2). As discussed in V, D, 5, above, the IRS followed this approach with respect to income derived from an investment in stock in a CFC in a recent private letter ruling [FN156] and the same approach should apply to an investment in stock of a PFIC. [FN157]

e. Comment: As discussed in VIII, B, 13, below, RICs that invest in passive foreign investment companies generally should make an election to 'mark to market' the shares in such PFICs in order to avoid potential tax imposed on the RIC, although in some cases, if it is possible to make an election to treat the PFIC as a qualified electing fund, such an election may be desirable.

f. Comment:  Section 1296(h) provides that amounts included in gross income as a result of the mark to market election under § 1296 are treated as dividends for purposes of § 851(b)(2). It appears that § 1296(h) is superfluous since, as discussed above, all income from stock or securities of PFICs should be qualifying income.

i. FN156. PLR 200647017.

(iii) Other notes

1. Includes OID. 

2. Includes tax exempt interest.

(b) Interest

(i) Includes tax exempt interest.

(c) Gains from sales of stocks or securities

(i) Securities are defined by 1940 act, section 2a36
(d) Things ancillary to investing in stocks, securities and currency
(i) Foreign currency gain. 852b2

1. Comments

a. 851b3 flush language gives IRS power to disallow these by reg if not related to business of investing. But there are no regs.
(ii) Gain on sale of options, futures, forward contracts 

1. RR 83-69 – traded call option acquired by RIC is security (b/c it is under 40 act.)

2. Except

a. Commodity futures K (& not entered into to hedge risk of investing in stock/security) RR 2006-1

(e) net income from ownership of publically traded partnership. 851b2B
(i) Publically traded partnership as described in 7704b. 851h
(ii) Comment

1. Prof. thinks this is prize for industry. Can use publicly traded partnerships to invest in things couldn’t invest in on their own (e.g. oil and gas industry.)
(f) Payments with respect to securities loans

(i) What is a securities loan?

1. When someone doesn’t own security, but enters into short sale. This is borrowing a security and promising to return it for a certain price, and also agree to pay any dividends stock would have received during the period, and also pay fee obviously.

a. Definition comes from 512a5 (that’s re taxation of tax free? Entities but borrowed here.)

i. 1058 also used in above statute

(g) Something about other income at the end of 851b2

(i) E.g. RIC sues lawyers for something and gets damages after some years. This is the type of income they’re talking about.

(ii) Rev Rul 2006-31

1. Modifies RR 2006-1

2. Dealt with fund which had entered into commodities swaps and secured them by holding debt instruments. Looks at history of 851a2B and notes that commodity swap =/= security under 40 act. Tried to say commodity swap is other income but IRS said no to that too.
a. Exchanging treasury + spread for return on commodity index.

i. This was not qualifying income.

b. Comment

i. I think idea was that could invest in derivatives that were based on underlying asset RIC could invest in on its own.

ii. Me: But I think structured notes re commodities are qualifying income. 

(iii) Reimbursement from investment advisor if in ordinary course of business. RR 92-56
1. Comments

a. Prof. says basically ok if not bribery.

b. There were two older rulings RR 64-247 and RR 74-248 that said refund of inv. Mgmt. fees as result of litigation did not jeopardize RIC’s status. New RR said these were obsolete to extent they implied refund from inv. Mgr. is not qualifying income, and that they are div. income.

(iv) MB – 

1. gains realized by an RIC from the sale of real estate must be included in gross income without reduction on account of losses from such transactions. Rev Rul 85-167. This increases NQ income.
2. you don’t do income test if RIC is liquidating

3. A fund incurred expenses to rectify errors made by its accounting firm as a result of the firm's negligence. Payments by the firm's liability insurance carrier to compensate the fund were made in the same year that the expenses were incurred. The reimbursement was a return of capital, not includable in gross income under IRC § 61 or taken into account under IRC § 851(b)(2). PLRs 9211029, 9211015
4. Gross income includes gains on sale of stocks/securities, but is not reduced by losses. 1.851-2(b); Rev Rul 63-118
5. Custodian and sponsor fees paid by investors =/= income to RIC where such svc is actually being provided per contractual agreement. RR 68-377
vi) 851b3 – assets test
(1) 50% of total value are 
(a) Cash (including CDs per RR 77-199)

(b) Receivables
(c) government securities or
(i) including overnight loans to banks. GCM 39531 
(d) securities of other RICs.

(e) Other securities

(i) But only if not > 5% of RIC’s total assets

(ii) Not greater than 10% of issuer’s voting securities

(f) Other notes

(i) In valuing other securities for purposes of IRC § 851(b)(3), an RIC need not value call options on (1) stock it holds, (2) bonds convertible into stock if the value of the bonds is within 10 percent of the conversion value at any point, (3) on stock or a stock index, if the company holds call options on the stock or stock index and the exercise price of the held call option is equal to or less than the exercise price on the written call option, or (4) on a narrow-based stock index, if during the life of the call option, the company holds groups of securities that correlate with the index. However, in the last instance, the company must count that portion of the value of the written index option that is not covered by securities owned by the company. GCM 39565.

(2) Can’t invest more than 25% of its assets in stock of any corp.
(a) Exceptions

(i) Government securitei

(ii) Securities of other RICs

(iii) Two or more issuers that taxpayer controls and . .. engaged in same . . . [prof didn’t go over probably not important.] I think combine corps for which RIC owns at least 20% of voting power of each corp, unless not in same TorB or in related TorBs.
(b) The second, applicable even if the 50-percent requirement just described is met, requires that the corporation not have more than 25 percent of the value of its total assets invested in securities (other than government securities or securities of other regulated investment companies) of any one issuer, or of two or more issuers controlled by the taxpayer and engaged in similar or related trades or businesses, or the securities of one or more qualified publicly traded  partnerships. 851(b)(3)(B For the purpose of this second requirement, control means the ownership of 20 percent or more of the total combined voting power of all classes of stock of a corporation entitled to vote. 851(c)(2). Two or more issuers will be considered to be engaged in the same or related trades or businesses if they are engaged in a distinct branch of business, trade, or manufacture in which they produce or deal in the same type of product, or render the same kind of service, and the product or service fulfills the same economic need. However, two corporations will not be deemed to be in the same or related trades or businesses merely because they are engaged in the broad field of manufacturing or any other general classification of industry.

(c) Other notes

(i) For controlled group use look through rules

1. One other factor must be considered in connection with the second requirement. In ascertaining the extent of asset investment in the securities of a particular issuer, the Code calls for inclusion of a "proper proportion of the investment of any other corporation, a member of a controlled group, in the securities of [the] issuer. ..." 851(c)(1).A controlled group is here defined as one or more chains of corporations connected through stock ownership with the taxpayer, if (a) 20 percent of the total combined voting power of all classes of stock entitled to vote of each of the corporations, except the taxpayer, is owned directly by one or more of the other corporations, and (b) the taxpayer owns directly 20 percent or more of the total combined voting power of all classes of stock entitled to vote of at least one of the other corporations. 851(c)(3).Thus, if in the foregoing example, Investment Company X owned more than 20 percent of the outstanding voting stock of B Corp., and B Corp. owned more than 20 percent of the voting stock of C Corp., Investment Company X, B Corp., and C Corp. would constitute a controlled group. In determining whether Investment Company X had more than 25 percent of its assets invested in C Corp., there would be added to the 20 percent directly invested in C Corp. securities, the proper proportion of the investment of B Corp. in the securities of C Corp. This proper proportion is arrived at by multiplying the percentage of total assets that Investment Company X has invested in the securities of B Corp. (20 percent) by the percentage of total assets that B Corp. has invested in C Corp. securities. So, if B Corp. had more than 25 percent of its total assets invested in C Corp. securities, the second requirement would not be met, for the "proper proportion" would be greater than 5 percent, causing Investment Company X 's investment in C Corp. securities to be greater than 25 percent. 1.851-5, Ex (4).
(3) Other notes

(a) what if you buy option. Who is the issuer there?

(i) RR 83-69 says that for exchange traded call, the issuer is that of the underlying security and not the counterparty to the option.

(b) Same as last but say it’s a futures K that is exchange traded?

(i) MB – Same as for call above, re options on a stock index, positions on stock index futures, and options on stock index futures. PLR 8811053. 

(c) What is a government security?

(i) Prof. says no clear definition, but based on 1940 act it’s stuff which is issued by or guaranteed by the united states government.

(ii) Note doesn’t include state or other country government securities.

(iii) There is a RR 92-89 out that says GNMA and FNMA and other agencies are government securities (this was before the government took them over.)

(iv) MB – 

1. Futures contracts involving US securities and exchange-traded options on such contracts are treated as government securities. PLRs 8548016, 8434027

2. The Service has identified certain stock and debt obligations that qualify as both securities and Government securities for purposes of IRC § 851(b)(3). Rev Rul 92-89
(d) RP 2004-28

(i) Deals with a repo. RIC buys government security subject to agreement to resell them at fixed price including interest.

1. Historically just treated like collateralized loan. Like lending you money collateralized by these obligations. So are these debt obligations of the bank then? What happens here is say bank sells you security for X and you are to sell it back to them for X + some %. So this is a more secure form of collateral.

a. If RIC gets REPOs, you treat them as having security of the underlying collateral and not the loan to the bank.

(e) RR 2003-84

(i) I think he mentioned here. Not sure.something about refunded bonds. Fill in later.
(f) Quarterly test

(i) Change in value from quarter to quarter, or effects of distributions can not cause you to fail the assets test. 851d. 1.851-5 ex 5, 6.

1. Exceptions

a. If trying to qualify as RIC (as opposed to having achieved qualification previously.) RR 72-83 (me: so basically not in first year?)

(ii) Other notes

1. You do lose status if it’s caused by new acquisition. 

a. Exception

i. 851d – can cure within 30 day period after end of quarter.
e.g. RIC may, within the thirty-day period, dispose of the securities of any issuer in order to meet the 5-percent limitation imposed on the ownership of "other securities." Rev Rul 69-134
b. what is an acquisition? 
i. Stock split is not. RR 74-133.
ii. An acquisition includes the receipt of securities of a third party that is the acquiring corporation in a type "C" reorganization with a portfolio company, as well as the receipt of securities of a third party by in-kind distribution from a portfolio company pursuant to an antitrust order.  Rev Rul 63-170, 1963-2 CB 286.

(g) What is voting right?

(i) Stock warrants, stock options, stock rights, shareholder voting agreements and convertible debentures do not constitute voting stock for purposes of IRC § 851(b). Rev Rul 66-339
(h) Equity of publicly trader partnership OK. RR 66-339
(i) Venture capital companies given some relief from diversity requirements. 851e1. 

(i) Basically so long as RIC’s basis in that investment <= 5% of RIC’s assets then can include in the 50% test (even if violate 5% of RIC’s assets or 10% of issuer’s voting stock tests.)
(ii) Exceptions

1. If held stock for 10 years or more. 851e2.

2. If 25% of RIC’s assets are in stock of which RIC owns 10% of voting share of issuers and held for more than 10 years. 851e2.
(j) Something about periodic payment plans being able to qualify now. 851f. see MB also.

vii) 852a1 – distribution requirement

(1) Have to distribute

(a) At least 90% of inv. Co. taxable income (basically ordinary income.)

(b) 90% of the following: Tax exempt int. income – expenses re such income disallowed as deductions by IRC 26531 – bond premiums disallowed as deductions by 171a2.

(2) Other notes

(a) If don’t meet rules of this section still qualify as RIC, but taxed as ordinary corporation. 1.852-1(b); Rev Rul 58-466.

(b) Can not have an undistributed E&P from any year for which not a RIC. 852a2.
(i) Except for years prior to 1983 (grandfathering.)

(ii) Comment

1. Relevant for RIC that inadvertently disqualified & wants to requalify.

(c) Service can waive the distribution requirements for any taxable year if the RIC establishes to the satisfaction of the Service that it was unable to meet them because of distributions previously made to meet the requirements of IRC Section 4982
(d) Actual distribution not required. Just have to make available. RR 65-89. RR 69-120.
(e) Distribution to trustee acting on behalf of SH ok. 4982.RR 69-652.
(f) Consent dividends 865

(i) Shareholders can treat income as dividend even if no dividend paid out, to satisfy distribution requirements. Prof. says not often used for RICs, ore often for closely held companies and REITs.

(ii) Not sure if here or under 305? 
- Dividends which are paid in stock or reinvested in stock pursuant to an option on the part of the shareholder will be taxable dividends. IRC § 305(b)(1); Treas Reg § 1.305-2(c)(2), Ex 2.

c) How is RIC taxed?

i) Intro

(1) 852b says it’s classified as corporation, but there are differences in way it’s taxed.

ii) Inv. Co. Taxable Income.
(1) What is it?
(a) Corporation’s taxable income, with the following adjustments

(i) Net capital gain excluded

(ii) Net operating loss deductions of 172 and DRD deduction of 243, 244, 245 not allowed.

(iii) Dividends paid deduction of 561 allowed, but without regard to CG dividends and tax exempt dividends. 852b2

1. Other notes

a. Also can deduct special div paid on preferred shares. RR 74-177
b. Has to meet definition of dividend in 316. Through that also picks up 305 rules.
c. Make up rule 855
i. dividend paid after the close of the year will be considered as having been paid during the taxable year if the RIC declares the dividend prior to the time it is required to file its return for the taxable year, and then distributes the amount of the dividend to its shareholders Rev Rul 69-445 in the 12-month period following the close of the taxable year, but not later than the date of the first regular dividend payment made after the declaration. 855. Note how this impacts dividends paid deduction & income distribution rules. 
ii. Have to make election.
- can’t do it if distrib > E&P for prior year. 1.855-1(b)(1). But when calculating E&P exclude 855a distribs made in prior year, b/c that’s thought to come out of E&P of 2 years prior. 1.855-1b1
- .855-1(b)(1) See PLR 9345016 for an example of an instance in which the IRS granted an extension of time to file the election. Shortly before the due date of the return, the advisor hired by the taxpayer to review and file the taxpayer's returns moved its accounting opera-tions to another floor and reassigned responsibility for such review and filing to a different segment of its accounting department.
- can’t revoke election after time tax return due. 1.855-1(b)(2
iii. Still have 4982 excise tax.
(iv) Issue discount on short-term government obligations issued at a discount and redeemable at maturity without interest will be taxable as it accrues, if the company so elects.

(v) Gross income does not include 50 percent of the interest received by the RIC with respect to a securities acquisition loan. A securities acquisition loan is (1) any loan to a corporation or to an employee stock ownership plan to the extent that the proceeds are used to acquire employer securities for the plan or are used to refinance such a loan, or (2) any loan to a corporation (other than one with a commitment period that exceeds seven  years) to the extent that, within 30 days, employer securities are transferred to the plan in an amount equal to the proceeds of the loan and the securities are allocable to accounts of plan participants within one year of the date of the loan. 133a,b.
(vi) Don’t include net foreign currency loss attributable to transactions after October (move such losses to first day of next taxable year.) 852b8.
(vii) To the extent provided in regulations, the taxable income of the RIC (other than one to which an election under IRC Section 4982(e)(4) applies) is computed without regard to any net reduction in the value of any stock of a passive foreign investment company with respect to which a mark-to-market election under IRC Section 1296 is in effect occurring after October 31 of the taxable year, and any such reduction is treated as occurring on the first day of the following taxable year. 852b10
(b) Other notes
(i) Costs to develop/launch new RIC not 162 ordinary and necessary, but rather capitalized. FMR Corp & Subs v Commissioner 1998 T.C. (move this later.)
(ii) Open ended inv. Co. can deduct stock issuance expenses incurred 90 days after RIC starts (initial issuance period.) RR 73-463

(2) What is tax rate?

(a) Rate is 11 rate of 35% (but less for first $10M.) 852b1
(b) 4982 – excise tax of 4% of required distribution – distributed amount.

(i) Required distribution = 97% of ordinary income + 98% of net CG income for year ending 10/31 + (gross up required distrib for last year [basically don’t reduce for dividends paid and some other stuff] – actual distrib for last year.)  4982b
1. Ordinary income – (=?) inv. Co. income + net CG (double counting?) + add back div paid deduction (so don’t take it) + (don’t factor in g/l on sale of a capital asset) + (treat calendar year as RIC’s tax year) 4982c.
a. Re calendar year thing, unless elect under 4982e4 to use 11/x or 12/x tax year,
i. note some exception for sale of PFIC stock after 10/31 not counting. They’re added to next year. 4982e6.

ii. Also don’t include foreign currency gain on 988 transactions after 10/31. Add these to next year. 4982e5 I think see above 852b10.
iii. For cap gains also only look until 10/31 and reduce by net ordinary losses (calculated using rules of this section.) 4982e2
(ii) Distributed amount = div. paid deduction + tax on ordinary income and net CG + (distributed amount last year- required distr last year.) 4982c.

(iii) Other notes

1. Due 3/15 of next year.

2. For this section, deficienty div. taken into account at time paid, and income giving rise to it treated as arising at tiem dividend paid. 4982e3.

(iv) Comments

1. RIC would earn money in year 1, then distribute it in first 3-4 mos of next year, and still get deduction. So it’s designed to prevent this.

iii) Long Term capital gains

(1) Taxed on LTCG – STCL – CG div paid deduction. 852b3A

(a) CG Div. 

(i) Have to designate in Form 2439 to SHs, no later than 60 days after end of taxable year. 852b3C (if IRS makes deficiency determination and says there was more CG, then have until 120 days after def. determ. To distrib. RR 76-299.)
(ii) What if make multiple such divs & at EOY total CG div > Net (me LT) CG? Then proportionately reduce. 852b3C.
(iii) Don’t add any net capital losses after 10/31 (this doesn’t appy if had 4982e4 election.) 852b3C

1. Remmber this was for currency loss too, and also that for both you don’t adjust E&P for these losses either. Treas Reg § 1.852-11(f)(1), (4), (5). Treas Reg § 1.852-11(g)(1), (2). Such losses treated as occurring on 1st day of next year.
(iv) Make up rule

1. Just as with ordinary dividend, can elect to have CG div paid after close of tax year, as having been paid in tax year. 855c. 1.855-1(b)(1).

(2) Taxed at 1201a rate applying to corps. 852b3B.

(3) Other notes

(a) Also have excise tax here. If Cap Gain paid out on basis that permits deferral.

(i) One difference is that it’s calculated on 12 mo period ending on 10/1 not 12/31.

iv) Tax exempt interest

(1) 852b5 – need 
(a) at close of each quarter, at least 50% of RIC’s asset value consists of tax exempt obligations 
(2) amount of dividend
(a) amount of tax exempt income minus expenses that are disallowed as deductions by 265 minus bond premium amortization disallowed as deduction by 171a2 

(3) Other notes

(a) Tax deductible by SH

(b) Have to give notice no later than 60 days after close of tax year.
(c) RP 2005-20 says that re: RICs owning partnerships, pretend they own share of partnership’s assets.

(d) For purposes of the exempt-interest dividend provisions, 50 percent of the amount of any loan of the RIC that qualifies as a securities acquisition loan is treated as a tax-exempt obligation and 50 percent of the interest received on such loan treated as tax-exempt interest. 852b5c This isn’t in the code anymore.
v) Foreign sourced income

(1) 853 – foreign sourced income and tax credits can pass through if 50% or more of assets of RIC are stocks/securities of foreign corp.

vi) Deficiency dividends

(1) From MB. 860d1.

(2) Something similar for failing due to something about foreign investment co and mark to market. 

d) More on how SHs taxed

i) When include into income?

(1) When received.

(a) Even if RIC made valid 855a distribution.

(b) Exception

(i) If div declared in oct, nov, dec. Then deemed paid 12/31 even if actually paid next January. 852b7. comment - This doesn’t affect date RIC pretends it was paid under 855a. seems to be for cg div too.
ii) Character of income

(1) Ordinary 

(2) Exceptions

(a) If declare CG div. Then LTCG. 852b3

(i) Other notes
1. If paying on one class of stock can’t declare more CG div. than that class share of CG. RR 89-81.

a. Example – RIC has preferred and common stock. Div. comes in. Want to give it all to preferred SHs. Can’t do this (in RR paid 30 div on preferred 120 on common. Character of divs was 50 ordinary and 100 CG. Had to pay 120/150 of each to the common.)
b. Example – I think prof.  said that similarly, not sure if you can allocate tax exempt div. to preferred.

(ii) Comments

1. More in CG section under RIC taxation. (MB notes how have to subtract STCL, and how re tax exempt div have to subtract expenses not deductible under 265 and 172a10.)

iii) Undistributed CGs

(1) If RIC gives notice, shareholder includes this into LTCG income. 852b3Di. 1.852-9a1

(2) Other notes

(a) For foreign SHs, not treated as real property income if foreign SH didn’t own more than 5% and it’s regularly traded on exchange. 897h1

(i) In this case, not included in SHs LTCG, but is included in their income as dividend. 852b3E

(b) Included in SH’s taxable year that includes end of RIC’s tax year. 852b3Di.

(c) SH gets credit for taxes paid by RIC, to the extent SH includes into income. 852b3Dii.

(i) Credited against ordinary income too?

(d) SH also gets basis increase of (amount of CG income – tax credit above.) 852b3Diii

(e) RIC’s E&P reduced by amount taken into income by SH. But don’t adjust for taxes paid by RIC that are deemed paid by SH. Increase SH capital account by income – taxes deemed paid. 1.852-2b2ii.
(f) If SH is corp, increase SH’s E&P by above income – taxes deemed paid. 1.852-4b5.

(3) Comments

(a) It’s like they paid it out, taxed @ 35%, got credit at 35% and taxed at 15%, then recontributed it. 
iv) Dividends eligible for dividends received deduction – fill this in
(1) 854 covers. So corp SH in RIC can deduct his proportionate share of eligible dividend income & take deduction against it.

(2) Some thing about how can’t get around foreign tax credit or something by making investment through RIC. Get section.
(3) It’s now 1h11Diii re: RICs and talks about pass through for dividend deduction of RIC.

(a) If dividend is less than 95% of income including capital gains then only get some % deduction. Do look through or something. If it’s 95% or more than get full deduction.

(4) Comment

(a) Prof. talks about the 15% deduction thing on dividends in place right now and how Obama/McCain would change it, but eventually he says everyone will still get lower rate on dividends. 

e) Other notes
i) More on E&P

(1) 852c – when calculating current (not accumulated) E&P you do not reduce E&P for stuff you didn’t deduct 

(a) E.g. RIC has 10M E&P and 2M capital loss. If current E&P was only 8M then can’t distribute 90% of investment co. taxable income. 

(2) Other notes

(a) don’t add in foreign currency loss or net capital losses after 10/31. 852c2

(i) Except if distribution > (ordinary income for year + net CG income for year ended 10/31.) Then add it to the extent it’s greater.
(b) Don’t reduce current E&P by capital losses carried forward either. RR 76-299
(c) How does this affect accumulated E&P? Reduce it (keep in mind it’s also reduced by distribs), and if it’s zero then reduce the paid in capital. 852c3.
(d) Also applies for RICs taxed as corps. 1.852-5a
ii) alternative minimum tax?

(1) Base adjustment – AGI increase – doesn’t apply to RIC. 56g6

(2) Prof. says other adjustments irrelevant to RICs. 

(3) 59d. Items that could result in AMT liability are to be allocated b/w company and SH according to regs.

(a) There are no regs, but prof. says read this to say AMT items get allocated to SHs.

iii) International payments
(1) Background

(a) Something about 30% withholding tax on some things to foreign investors, but this was sought to treat them differently than other internationals. 

(2) Rules

(a) Some other section as well as 881 – allows it to treat dividends to foreign shareholders as something else, that is often not subject to tax (short term capital gain dividends, interest something dividends.) 

(i) RR 2005-31 has more info on how you can allocate these.

(3) Comments

(a) Both of these came in with a sunset provision.

iv) RIC foreign tax credit can pass through to SHs
(1) Can elect to not get credit for foreign taxes paid, and instead those taxes are deemed to be distributed to SHs, and SHs get credit for them. 853.
(a) Need

(i) More than 50% of RIC’s asset value in stocks/sec. of foreign corps
(ii) Meets income distrib requirements of 852a1 (ordinary income distrib.)

(2) Other notes

(a) SH then

(i) includes these taxes into gross income. 853b2A. 
(ii) treats taxes and share of RIC’s foreign sourced income as foreign soruced. 853b2B.

(iii) Pretends he paid the foreign taxes. 853b2A (can get credit under 901 or deduction under 164a. 1.853-1a.)

(b) SH gets income & credit when dividend received, even if 855a election made by RIC. 855d

(c) Have to give SH notice w/in 60 days after close of tax year. 853c. Some other procedural rules in 1.853-3 and 1.853-4. 

(3) Example

(a) 100 income. Foreign country takes 15 tax. RIC has 85. If no election pays 85 to SHs and they’re taxed on it. If it makes election pays 85 (treated as paying 100 for tax purposes) and SH pays tax on 100 and gets credit for 15 taxes paid. So latter gets credit which is more valuable than deduction. So you would expect this election.

v) Hold stock for short term and get dividend
(1) 852b4A says treat CG loss (up to amount of div received) as LTCl if stock held 6 mos or less.
(a) What happened here was that SH had purchased RIC interest for 120, where RIC had huge long term capital gain div@ EOY. He gets the dividend and sells it for a loss at 100. So now created LTCG and STCL (me: this could be especially helpful if SH is corp that deducts div income.) So this turns that loss into a long term cap loss. 
(2) 852b4B says disallow CG loss (up to amount of tax exempt div received) if stock held for 6 mos or less.
(a) Ex - Say buy into tax exempt fund right before dividend. Then get tax exempt dividend and then sell for a loss. So you’ve converted taxable income into tax exempt income. So 

vi) load charges

(1) intro

(a) this is the commission you are charged when first investing in a mutual fund. So if get out of fund right after got in, can get loss solely due to this. even if you went into a different fund of the same provider.

(2) Basically 852f1 says to increase basis of new shares by amount of load charge, to prevent load charge from creating a loss.

vii) Passive foreign investment company rules

(1) What are they?

(a) 1251?

(b) 75%? of income is passive income or 50% of assets used ot produce passive income.

(i) Some exceptions for banks, insurance companies and also some look through ruels.

(2) Rule

(a) If you get a large dividend from these it’s treated as ordinary income, and treated as being earned over holding period, and you also get interest charge during this period.

(3) Other note

(a) Can get out of this area by making QEF election to account for earnings and profits on current basis, or also if you are subject to mark to market rules per 1296.

(b) 1298 RIC provisions interrelate by saying that if RIC makes mark to market election (available only for marketable stock) then the PFIC rules do not apply.

(i) I think idea is that if the RIC makes this election re an investment they can, and the deemed dividend included in the 90% test.

1. Fix this.

(4) Comments

(a) These were aimed at stopping deferral of income.

viii) If RIC has more than one fund then treat each separately for taxes, except for 851 purposes (b/c that requires 1940 definition.)

(1) Fund is segregated pool of assets and some other rule. I think point was dividends separate but combine Cap gains.losses.
(2) Cases

(a) Union trustee Funds

(3) MB

(a) In the case of an RIC having more than one fund, each fund shall be treated as a separate corporation for purposes of taxation (except for the definition of an RIC). 851g2. A fund is defined as a segregated portfolio of assets, the beneficial interests in which are owned by the holders of a class or series of stock of the RIC that is preferred over all other classes or series of stock in respect of the portfolio.IRC § 851(g)(2)
ix) What if RIC owns partnership interest?

(1) Then look through to see if satisfies income test. PLRs 200025015, 9507006. For income test.

(2) What about assets test?

(a) For tax exempt income pass through rule - RP 2005-20 says that re: RICs owning partnerships, pretend they own share of partnership’s assets. Is this in general too?
(3) Comments

(a) I think prof. said something about need (a) open ended and (b) invest all in partnerships. Look this up.
x) Various other

(1) Record keeping requirements. 1.852-6c, 1.852-7

(2) 851c5 – says that all other terms will have same definition as in the 1940 act.

(3) Some things passed through. Some not (unlike partnership.) 

(a) What doesn’t pass through? For example tax exempt income if don’t satisfy 50% test.

(b) It all turns on notification (so not SH’s choice, RIC’s choice.)

(4) Unit Inv. Trust can also be a RIC.

(5) What about investment expenses?

(a) Normally this is itemized deductions which you can only deduct if greater than 2% floor. 

(b) But if you invest through RIC then effectively getting full deduction here.

(6) Something about auction rate securities

(a) Securities such that interest rate is set at whatever rate required to sell it, but there is a cap.

(b) Accusation was that investors in this, who wanted highly liquid security were lied to because they weren’t liquid (if to sell the security, you needed to set the rate higher than maximum rate issuer would allow.)

(c) Not really tax issue but prof. said related to RICs (maybe RICs issued these?)

(7) Can you move capital losses back? No per 1212a3C. Carry forward? 8 years per 1212a1C. I think statute says treat as STCL (so can deduct against orindary income? Seems so?)
(8) RICs investing in other RICs.

(a) E.g if lower tier RIC invested in foreign stock and upper tier RIC is domestic corp. SH in top tier RIC can’t claim investing in foreign corp. No pass through.

(b) Similar as last can’t use short term loss in underlying RIC at 2nd tier above. (me: nto sure if I got this.)

(c) What about tax exempt int? problem 11 RICs.

(9) General corporate rule

(a) Take gain when distribute assets as if you sold it. 

(b) How does this work for RICs?

(c) Something about using exchange traded funds to avoid the recognition of gain.
(10) MB - Some stuff about RICs and wrap around annuity Ks (me: It hink variable annuities.) footnote2 MB
f) Comments

i) Investment co. institute is their trade org. www.ici.org.

ii) Mutual funds have nearly 10 trillion of assets total, in bond, money market and stock funds.

iii) Closed end and open end funds.

iv) There are also ETFs that are open end exchange traded funds. So now don’t redeem shares but rather sell them.

v) Some money market funds operate like checking accounts.

vi) Underlying policy theme seems to be 


(1) that people shouldn’t be disadvantaged by investing through a RIC.
(2) That shouldn’t do something through RIC that you couldn’t do on own.

4) REITS 
a) Intro

i) The real estate group, in 1960, got the REIT regulations passed. 
ii) This is second part of Sub M. 856 – 860.

b) To qualify. 856a
i) at least 100 SHs.

(1) MB - Pension trusts and profit-sharing trusts qualifying under IRC §§ 401(a) and 501(a) are considered persons for the purposes of the 100 person requirement. Rev Rul 65-3, 1965-1 CB 267. Income from the sale of condominiums on property held in trust for joint venturers was ordinary partnership income and not capital gain from a dividend received in liquidation of a REIT; only five persons held interests in the trust. Grove v Commissioner, 54 TC 799 (1970).

(2) Comments

(a) 99 can only own tiny piece though that’s OK.

(3) Other notes

(a) Doesn’t have to meet for first tax year as REIT. IRC § 856(h)(2).

(b) For 335 days of 12 mo. Taxable year, proportionate number of days for short tax year. IRC § 856(a)(1)-(4). The days need not be consecutive. Treas Reg § 1.856-1(c).

(i) IRC § 856(b). In Rev Rul 71-218, 1971-1 CB 209, a calendar year corporation transferred all of its assets to an unincorporated association in exchange for transferable certificates of beneficial interest. The transaction qualified as an "F" reorganization. Because of this, the taxable year of the transferor corporation did not end until the last day of the year in which the transfer occurred. As a result, the trust did not meet the conditions of IRC § 856(a)(1)-(4) for the entire taxable year and could not qualify as a REIT.

ii) Domestic entity that is taxed as corporation.

(1) Can do this via a check the box.

(2) Other notes

(a) At all times during taxable year

iii) be managed by trustee(s) or director(s)
(1) MB - Under Treas Reg § 1.856-1(d)(1), the trustee must have such rights and powers as will meet the centralization of management requirement of Treas Reg § 301.7701-2(c). In es-sence, this calls for the trustee to exercise continuing exclusive authority over the manage-ment of the trust. This authority will be held to exist even though the trust instrument grants the beneficial owners certain rights and powers, eg, the right to elect and remove trustees, the right to approve a sale, merger, or reorganization of the trust, or the right to terminate the trust. Treas Reg § 1.856-1(d)(1); Rev Rul 70-569, 1970-2 CB 147; Rev Rul 64-259, 1964-2 CB 180.The management requirement is not violated by an agreement under which the trustees delegate authority to a corporation to act as the REIT's advisor under a contract that can be terminated by the trustees or the shareholders of the REIT, or where the trustees delegate authority to an advisory company to make loan commitments and investments within specified limits. Rev Rul 74-471, 1974-2 CB 198; Rev Rul 72-254, 1972-1 CB 207.

(2) Comment – doesn’t mean they can’t delegate but this presence has to be there.

(3) Other notes

(a) At all times during taxable year

iv) transferrable shares.

(1) MB - Shares or certificates will be considered transferable even though the trust instrument contains provisions which permit the trustee to redeem shares or to refuse to transfer shares in any case where the trustee, in good faith, believes that a failure to redeem shares or that a transfer of shares would result in a loss of status as a REIT. Treas Reg § 1.856-1(d)(2). Fur-thermore, the trust may have more than one class of shares of beneficial interest, including a class which gives the beneficial owners a preference as to dividends and a preference on li-quidation. Rev Rul 69-610, 1969-2 CB 149.The issuance of two classes of stock, one entitling holders to income and the other entitling holders to capital gains from the sale of trust assets, did not prevent the trust from continuing to qualify as a REIT in Rev Rul 71-405, 1971-2 CB 263.The Service will not rule whether a corporation whose stock is "paired" or "stapled" to that of another corporation will qualify as a REIT if the activities of the corporations are integrated. Rev Proc 2008-3, 2008-1 IRB 110.

(2) Comments

(a) What if you put in clause that any transfer which voids REIT status then the shares redeemed. Is that allowed?

(b) What if you put in requirement that no transfer which causes you to not be domestically controlled re FIRPTA? 

(c) Prof says both of above ok.

(3) Other notes

(a) At all times during taxable year

v) Not financial institution or insurance company

(1) MB - is neither a bank, building and loan association, small business investment company, or business development corporation (financial institutions as defined in IRC Section 582(c)(2)), or a life insurance subject to taxation under Subchapter L of the Code

(2) Other notes

(a) At all times during taxable year

vi) must not be closely held.

(1) What does this mean? 856h is the definition.

(2) Only applies after the first year.

(3) For pensions, you look through to pensioners, each of whom hold according to their actuarial interest.

(4) Something about pensions and look thru, and UBTI problems that can result if you use this. 856h3.

(5) MB – 
(a) A corporation, trust, or association that meets the requirements of IRC § 857(f)(1) (see § 1J:17.02[4]), and does not know, or exercising reasonable diligence would not have known, whether the entity failed to meet the requirement that it not be closely held will be treated as having met that requirement for the taxable year. IRC § 856(k)

(b) The last mentioned condition is satisfied if, during the last half of the trust's taxable year, no five individuals own, directly or indirectly, more than 50 percent in value of the outstanding beneficial interests in the trust.

(i) IRC §§ 542(a)(2), 856(h)(1). The provisions of IRC § 544, other than the partnership attribution rules, apply in determining stock ownership.In determining whether a REIT is closely held, any stock held by a qualified pension trust (one described in IRC § 401(a) and exempt from tax under IRC § 501(a)) is treated as held directly by its beneficiaries in proportion to their actuarial interests in the pension trust. This rule does not apply if one or more disqualified persons (as defined in IRC § 4975(e)(2), with certain exceptions), with respect to the pension trust, hold, in the aggregate, 5 percent or more in value of the interests in the REIT and the REIT has accumulated earnings and profits attributable to any period for which it did not qualify as a REIT. An entity that qualifies as a REIT because of the pension trust rule is not treated as a personal holding company. IRC § 856(h)(3).

(c) Doesn’t have to meet for first tax year as REIT. IRC § 856(h)(2).

(6) Comment

(a) Idea was that it not be held by a small group of individuals.

vii) have to make election

(1) from 856c1. Not revocable once made. 1.856-2(b).

viii) Gross income test. 856a7

(1) Rule

(a) 95% of gross income (defined below) must be from:
(i) Dividends

(ii) Interest

(iii) gain from the sale or other disposition of stock, securities not held primarily for sale to customers in the ordinary course of business.

(iv) Stuff from 75% test below

(b) 75% of gross income must be from
(i) gain from the sale or other disposition of real property (including interest in real property and interests in mortgages on real property) not held primarily for sale to customers in the ordinary course of business

(ii) interest obligations incurred by mortgages on real property or interests in property.

(iii) Distributions from, and gain from the disposition of, interests in qualified real estate investment trusts

(iv) qualified temporary investment income

(v) rents for real property

(vi) in statements and refunds of real property taxes

(vii) incoming gains drive from foreclosure property

(viii) commitment fees

(ix) gain from sale of real estate assets in a transaction that is not prohibited transaction.
(2) Exception

(a) excusable neglect waiver. - if the failure is due to reasonable cause and not willful neglect.  856c6. See tax section for amount.
(3) Other notes

(a) See definitions of real property and rent below

(b) What is gross income for this test?

(i) exclude income from prohibited transactions
(ii) includes income of a 100% owned subsidiary of the REIT. 856i

1. comment-this way they can gain income rules by doing things in a subsidiary.
(iii) Does not include income from properly identified hedging transactions (1221B2a).  856C5G.

(c) Good will

(i) Any goodwill again on the disposition.  Or rather any game treated as goodwill, gain from the disposition is treated as being of the type of income that is the other income recognized on the sale.  Letter ruling 200726002.

(d) Foreign currency gain

(i) foreign currency data loss is qualifying income under 856c2 or 856c3.  PLR 200519007.  

(ii) If there is section 988 game with respect to any income recognized, then a qualifies to the extent that the underlying income so qualifies.  Revenue ruling 2007 -- 33.

(iii) Re: section 987 currency gain, notice 2007 -- 40 to provide some guidance regarding whether a qualifies.

(e) Loans to partnerships

(i) per revenue procedure 2003-65, there is a safe harbor under which interest on the loan made by the read to a partnership and secured by an interest in the partnership or disregarded entity will be treated as an obligation secured by a mortgage on real property for purposes of 856c3.

(f) Interest

(i) Is a defined in 1.856-5a which says that usurious interest or fees representing charges for services are not considered interest.

(ii) A commitment fee is not interest.  Revenue ruling 74-258.

(g) Shared appreciation mortgages

(i) income from a shared appreciation provision is treated as gain recognized on the sale of the secure property.  856j1.
1. These are provisions that will delete to receive a portion of the gain upon disposition of the property.  856j5.
(h) Qualified temporary investment income

(i) this basically says that a REIT has one year from when he gets new capital (either from stock of a debt instrument) to invest in something other than something that gets qualified income.

(i) Discharge of debt income

(i) it says income from discharge of debt is not taken into account.108e9.
(j) Can disregard 100% owned subsidiary that is qualified REIT subsidiary. 856i. What? Disregard?
(i) Comments

1. REIT might want to own corporation to run building w/o liabilities. 

(k) Temporary investment income

(i) This is a relaxation fo the rules for when a REIT has income they’re holding as they wait to buy. Maybe look into this.
(ii) Comments

1. Do they have 1940 act problems? Nope.

ix) Asset test 856a7.

(1) At least 75% of assets represented by

(a) Real estate

(i) See definition below.

(b) Cash and cash items (including receivables)

(i) Have to have cash at bank ready to withdraw. Def. in RR 77-199, RR 72-171 So CD is, banker’s acceptance isn’t.

(c) Government securities

(i) List found in RR 64-85.
(ii) REPOs where REIT gets treasuries and sells them back to bank later for higher price do not qualify. RR 77-59. This is odd b/c inconsistent with what did for RICs and REITs and mortgage REPOs. 

(iii) Currency fluctuations can affect value. PLR 200519007

(2) No more than 25% invested in securities other than those allowed under the 75% test.
(3) Not more than 20% represented by securities in one or more taxable REIT subs.
(a) Other notes

(i) Qualified REIT subsidiary (this is not a TRS, can’t be TRS & QRS)

1. Not treated as corp separate from REIT except

a. Federal tax liab for period it was trated as separate ecorp

b. Its liability for taxes of another entity

c. Refund/credits of fed tax. 1.856-9a

(4) Except for 75% group and TRS, can’t own securities of one issuer in amount

(a) Greater than 5% of value of REIT’s assets

(b) Representing more than 10% of issuer’s securities by vote AND value
(i) Safe harbor - These are not taken into account in determining 10%

1. Straight debt securities

a. Straight debt – loan where all of

i. IR not contingent on profits or borrower’s discretion (details on this in 856m2B), 

ii. not convertible into stock, 

iii. certain type of creditor. 856m2A. 1361c5. 

b. Disqualifies as straight debt security If REIT or TRS of REIT hold securities not listed in this safe harbor, and such securities are 1% or more of issuer’s securities. 856m2C.
i. Debt issued by partnership not considered security to extent it passes a good income test. 856m4
ii. 856m3B has more on this test (how to determine the REITs  interest in the partnership.)
2. Loan to individual/estate

3. Section 467 rental agreement (def. in 467d.)
a. This is basically multi year rental agreement, I think.
4. Obligation to pay rent on real property

5. Security issued by state or political subdivision or foreign government

6. Security issued by REIT

7. Any other arrangement determined by service.

(5) Other notes

(a) Voting security defined in 856c5F 15 usc 80A-2a42

(b) Transition rules re security held by REIT in 1999, as well as securities of another corp acquired in tax fee exchange or reorg. Cease to apply if corp (whose shares are being held) engages on sub new LOB or acquires sub asset, or  REIT acquires additional securities of the corp.
(c) Change in value versus acquisition causing failure

(i) If a REIT meets the asset diversification requirements at the close of one quarter, then it will not be deemed to fail the test if the only reason it did not meet the requirement that the close of the following quarters because of the change in the value of assets. 856c4.
1. An increase in the meets holdings due solely to the Corporation purchasing its own stock on the market also does not cause it to fail. Plr 9237022

(ii) if the retail because of an acquisition, however, the result of status will result amongst the discrepancy is corrected within 30 days after the close of the quarter. 856c4. 1.856-2(d)(4), Exs (4) and (5)
(d) de minimis rule

(i) if this failure is due to not meeting the 5% of the 10% test then it will be excused if this failure is due to ownership of assets that are less than 1% of the value of the REIT’s assets and also less than $10 million.  IN addition, the REIT must disposes of assets within six months after the quarter in which the failure was identified.856c7

(e) excusable negligence standard

(i) if this failure was it reasonable cause and not willful neglect, the penalty tax is paid, and the asset is disposed of within six months after the quarter in which it is identified, then it will not cause the failure of the REIT.

x) Distribution requirement. 857a1
(1) 90% of the REIT taxable income (computed without the deduction for dividends paid and by excluding any net capital gain) plus 90% of the excess of net income from foreclosure property over the tax on such income.

(a) Amounts used to amortize mortgages do not reduce the taxable income for this test.  Further it's also not satisfied by the distribution of a tax-free stock dividend.  Revenue ruling 64 -- 292.

(2) Minus

(a) excess non-cash income. 857e. 

(i) sum of four things below

1. amounts it has to include in income under 467 over the amounts it would include under regular accounting
2.  income from the disposition of the real estate which was intended to comply with 1031 but didn't do too reasonable cause and not willful neglect

3. announcing suitable in gross income with respect to which 860Ea or 1272 apply (residual interest in the mix and things related to the original issue debt instruments.)
4. Cancellation of indebtedness income

(ii) Minus, 5% of the REIT taxable income determined without regard to deductions for dividends paid by excluding net capital gain.

(3) Other notes

(a) the IRS can waive

(i) for this to read test to establish that it was unable to meet the distribution requirement due to distributions previously made to meet the requirements of 4981. Learn more about this.
(b) Have to make adjustment for taxes paid by REIT e.g. for foreclosure property or prohibitied transactions.

(4) Consent dividends

(a) Have something about 565 or something. 
(b) What is a consent dividend? 

(i) 565 defines when you get dividends paid deduction.

1. Says that if any person owns consent stock, and agrees to treat as a dividend an amount paid as a consent.

2. You couldn’t do this for a public entity b/c would be preferential if pay it to. 

3. You don’t actually get any cash, but this is solely to keep the REIT qualified. The money is still there. Done to help keep it qualified.

4. So by treating it as a dividend still get to deduct it.

(5) Get deduction or deficiency dividends

(a) Deductions b/c real estate taxable income is increased.

(6) REITs can pay spillover dividends.

(7) Excise tax for REITs.

(8) REITs must use calendar year for taxable year – directed at deferral.

(9) REIT can not have earnings and profits from a year in which it was not treated as a REIT (except from before 1986.) 857a2
(a) Somewhat related - and earnings and profits deficit from REIT years can be carried forward to offset earnings and profits surplus in years when its taxed as a Corporation. PLR 200403030.

c) How are they taxed?
i) REIT taxable income.

(1) The tax – Ordinary corporate tax 857b1

(a) 1J:8.03 for treatment of net bult in gain assets of C corp that becamse a REIT.

(2) The amount

(a) Subtract out dividend paid to shareholders. 561
(i) Requirements

1. Has to meet the definition of 316. 562a 1.856-1e7 
a.  for purposes of section 316, the earnings and profits of the REIT are increased by the amount of gain or on the sale or exchange of property by the trust for the taxable year.  562e.

b. For this reason, does not include nontaxable stock dividends. RR 64-292

2. Also no preferences. 562c. 1.562-2

(ii) Other notes

1. do not include income from foreclosure property 857b2B

2. Make up rule 858a

a. Need 1.858-1b

i. dividend declared prior to the date when the tax return must be filed

ii. the dividend is paid at the earlier of either 12 months after the close of the taxable year or before the first regular dividend payment after the taxable year.

iii. An election in the year’s tax return.
- The service can extend the deadline for the election. 301-9100-1 RP 92-85. RP 93-28

b. Other notes

i. Treated as paid during the taxable year for the income distribution requirement and the tax paid by the REIT. 1.858-1a

ii. Can pay in installments if all installments qualify per above RR 64-30

3. Deficiency dividends 860
a. If audit determines that REIT had more income or that it had lower dividend paid deduction, then can pay deficiency dividends & qualify.

i. Determination is defined term. 860e

ii. Only for certain changes (increase in REIT table income, increase in foreclosue property income, increase in excess NCG over NCG dividends, decrease in non CG dividend deduction) 860d2

iii. Has to be paid w/in 90 days after determination. 860f1. 

iv. Treated as being paid in year paid. Not a makeup rule dividend under 858. 860f3

v. There is intrest and a penalty. 860c1C

vi. Can’t get if there was fraud which caused need for adjustment. 860i
vii. If allowing this results in overpayment of tax, REIT has 2 years from determination date to get refund. 860c2

(b) Subtract out net income from foreclosure property & subtract income from prohibited transaction 857b2D,F
(c) Subtract 

(i) excise tax for the failure to meet gross income requirements due to reasonable cause

(ii) excise tax o 856c9Biii where fail asset test

(iii) tax of 856g1 for other failure due to reasonable cause

(iv) 100% tax on improperly allocated amounts. (redetermined rents?) 857b2E (maybe for last four)
(v) Match up the above taxes

(d) Other notes

(i) you cannot take a dividends received deduction of 243 244 and 245. 857b2A

(ii) can't carry net operating losses back but can carry them forward for us in 20 years. 172b1E

(iii) taxable income for short year doesn’t need to be annualized even if due to change in accounting period. 857b2C

ii) Capital gains
(1) these are taxed at regular corporate rate. 857b3Aii
(2) Except can take deduction for capital gains dividends (must notify SHs that this is the type of dividend.) 857b3A
(a) must be designated in a notice to shareholders no later than 30 days after the close of the taxable year. 857b3C (or 120 days after redetermination of tax due to more CG income) RR 76-299
(b) there is a make up rule here under 858. 1.858-1a3

(c) max is NLTCG – STCL 857b3C

(d) for non calendar year taxable years don't look at capital losses after December 31.  Those are treated as arriving at the start of the next taxable year. 857b3C

(e) something about affect on NOL. 857b3D (I think basically saying doesn’t affect NOL if all distributed?)
(3) other notes

(a) if designate undistributed CG to SHs have to pay w/in 30 days of close of tax year. 857b3Div.

(b) can you pay CG dividends to one group only and income dividends to antoher grup? I think so so long as difference based on entitlement? But can entitlement be set up this way? See also RR 71-405 from befr. But that was for REIT. This is also question for RIC. I think this answered in problem.
iii) foreclosure property income
(1) This is defined in 857b4A and 1.857-3a but it’s what you would expect (gain from sale and from operations.)

(a) (1) the excess of gain from the sale or other disposition of foreclosure property held for sale to customers in the ordinary course of business and gross income derived from foreclosure property other than rents, interest on obligation secured by mortgages on real property, gains from dispositions of real property not held for sale to customers in the ordinary course of business, income derived from interests in other qualified REIT, abatements and refunds of real estate taxes, and commitment fees, over (2) the deductions that are directly connected with the production of that income.

(2) Other notes

(a) what if there is a net loss from operations?  such losses taken into account when computing real estate investment trust taxable income under 856b2. 1.857-3c.

(b) 857b4 and 1.857-3a tell you how to calculate it (basically gross income minus deductions directly connected to that gross income.)
iv) prohibited transactions income 
(1) 100% tax on net income (gain less directly connected deductions.) 857b6

(2) See definition of prohibited transaction below

(a) There is safe harbor exception, as well as facts & circumstances exception

v) Excise tax on undistributed income

(1) 4% tax on excess on (Required distribution – distributed amount)
(2) Required distribution – sum of

(a) 85% of RETI’s ordinary income 4981e1

(i) This is the REIT’s taxable income w/o considering

1. Dividend deduction

2. Any capital gain loss

3. Treating calendar year as taxable year.  

(b) 95% of CG income 4981e2

(i) NCG income is reduced by net ordinary loss (the aount that would be the NOL for calendar year  determined as the 85% amount above was determined.) 

(c) Excess of grossed up required distrib for last year, over what was distribted last year (me: basically seems like carry over.) 4981b1,2.

(3) Distributed amount – sum of 4981c1,2

(a) Dividends paid deduction (excluding portion attributed to income from foreclosure property)

(b) Tax for REIT taxable income or NCG

(c) Excess of distributed amount for prior calendar year (not including 858 make up rule dividends) over gross up required distrib. (me: I think getting credit if distributed excess last year). 4981c3
(4) Other ntos

(a) Re 860 deficiency dividends, pretend income giving rise to deficiency dividend arose when the dividend was paid, and assume the dividend was paid when it was paid. 4981e3

(b) Tax must be paid by march 15 of next year.

(c) Something about calendar year rule for this and pass through for partnerships – pass through as it’s incurred by partnership. RR 94-40A

(i) RP 94-71 has more on the methods to do this.

(ii) Similarly some rule for doing the asset test.

vi) Tax on re-determined rents or redetermined deductions
(1) When rent from TRS determined to be not at arm’s length. 857b7A
(a) Other notes

(i) Applies in lieu of any 482 distribution, apportionment or allocation. 857b7E
1. RR 2002-38 was re 482 can be used where this tax not imposed.

(ii) What is redetermined rent?

1. Basically 482 definition. More in 857b7B One interesting thing is that if can show substantially comparable to rent charged to unrelated party then OK.

(2) Also when TRS deducts something (e.g. high interest to REIT) that is excessively high to reduce TRS income. 857b7D

(3) Other notes

(a) IRS was to write regs re this. not sure if they did. 857b7E

vii) Tax if fail to meet gross income test

(1) Per 857b5, 100% tax on 

(a) max (amount by which 75% or 95% test is failed), multiplied by

(b) REIT income / Gross income

(i) REIT income - here the REIT's taxable income is calculated without regards to (a) deduction to dividends paid (b) for tax imposed due to failure to meet some income sourcing requirements (c) without regards to a net operating loss deductions, and (d) by excluding any net capital gain.

(ii)  Gross income - calculated by excluding income from prohibited transactions, certain income from foreclosure property, long-term capital gains, and short-term capital gain unless there is short-term capital loss.

viii) Tax for excusable neglect in failing to meet the asset test 
(1) maximum of $50,000 or the highest corporate tax rate multiplied by the income generated by the asset that caused the REIT to fail.
(2) (I think 856g, see termination section below.)

d) Taxation of SHs
i) Ordinary income dividends

(1) Include into income when received

(a) Exception

(i) Dividends declared in oct, nov or dec and paid in January of following year deemed to be paid on 12/31. 857b9

1. Mb says “or earlier if 858 applies” which I think means you move up the 12/31 date for non calendar tax years?

(b) Other notes

(i) Including for 858 dividends

(ii) Deficiency dividends includable into income, in full, even if the trust doesn’t have enough E&P.

(iii) 301 applies re distribs of property from REIT in the same way as for domestic corp 1.856-1e1
(iv) 10% SH in closely held REIT must accelerate recognition of year end dividends for purpose of their estimated tax payment. 6655e5A

1. Closely held REIT is a REIT where 50% of vote or value is held by 5 or fewer ppl. 6655e5B

(2) Tax rate

(a) Qualifying dividend income?

(i) Need 857c2A

1. Designation by REIT as qualifying dividend income 

a. Written notice to SHs not later than 60 days after close of tax year. 857c2C

2. REIT meets 856a (all the qualification requirements.)

3. Amount not more than sum of 

a. Qualified dividend income received by REIT from REIT under 857b1

b. REIT taxable income + 337d regs income – taxes paid on those two incomes. Look this up.
c. Non REIT year E&P being distributed. 857c2B

(3) Other notes

(a) Not considered dividend for DRD 243c2 857c1

ii) Capital gains dividends

(1) Distributed CG

(a) Include in year received 1.856-4b. 858b. 857b3B
(b) Character

(i) Long term capital gain.

(ii) Exception - If SH doesn’t own more than 5% of publicly traded REIT, so FIRPTA not applicable, then not called LTCG, but rather dividend income from REIT. 857b3F

(c) Other notes

(i) Notice requirement

1. As described earlier must be designated by REIT in written notice no later than 30 days after close of tax yar (or 120 days after determination re deficiency dividend.) 857b3C Same for 858 dividend. 858c

(ii) Something about regs to adjust E&P of REIT and corp SH. 857b3Dv

(2) Undistributed CG
(a) Included by SH in SH’s taxable year containing last day of REIT’s taxable year. 857b3Di. 
(i) Note entire share is included, not amount after tax (but SH gets tax credit, see below.)

(b) Character – 
(i) long term capital gain

(ii) same exception as for distributed CG?

(c) Other notes

(i) Notice requirement – for this have until 60 days after close of tax year.

(ii) Gets tax credit – deemed to have paid the tax paid by the REIT, get credit or refund. 857b3Dii

(iii) Increase basis by (income to SH – tax deemed paid by SH.)

(3) Other notes

(a) If buy share, get dividend and sell share, would have LTCG and equivalent STCL (say sold in next tax year so STCL doesn’t offset LTCG.)
(i) But 857b8 prevents this by calling the loss LTCL to extent received dividend, if purchased and sold share in 6 month period.

1. Exception – if loss incurred under periodic liquidation plan.

e) Other notes

i) What is real property? (and mortgages)

(1) This includes land and improvements thereon.  1.856-3D. 

(2) it does not include minimal, oil or gas royalty interests regardless of local law. 856c5g. 1.856-3c. rev rul 64-75.

(3) Includes fees, co ownership and leases and options to acquire any of the above.

(4) It includes for the real estate accord with foreign funds.  Revenue ruling 74 -- 191.

(5) It includes timberland.  PLR 199925015.

(6) It includes a deed of trust per 1.856 – 3b.  It includes foreign things if they are legally equivalent to a domestic mortgage or deed of trust.  Revenue ruling 74-191.  It includes mortgages originated by the trust.  Revenue Ruling 65-67.  It includes interest on notes secured by stock in a cooperative housing Corporation.  Revenue Ruling 76-101.  It includes hypothecation loans (loan secured by a sign of mortgage notes on real property) revenue ruling 80-280.

(7) Mortgages do not include interests from investments in a rather received on unsecured notes of Fannie Mae, or other federal land banks.  Revenue Ruling 72-171. Also does not include income from warehousing and interim purchasing of mortgages.  Special ruling in June 18, 1963.

(8) If you're getting interests on a mortgage that covers real property and personal property than the interest must be apportioned.1.856-5c1

(9) Shares of REITs OK. 856c5B

(10) Air rights are real property RR 71-286

(11) Stock/debt representing new capital treated as real estate (me: I think only for assets test) for period their income is OK under income test.

(12) Regular or residual interest in REMIC. 856c5E

(a) Except if less than 95% of REMIC’s assets are real estate assets, then only real estate in that proportion.

(b) Note that REMIC income is treated as mortgage interest for income test.

(13) Straight pass through MBS is real estate. RR 70-544

(14) Note secured by mobile home set on preengineered blocks is too. RR 71-220. (so is the mobile home.)

(15) Ltr Rul 200705001 said that where REIT lent money in REPO arrangement (REIT got security for $ and then gave security back for $ later), then this was real estate asset. Wow this is interesting.
(16) What is real estate? Key to asset and income test.

(a) e.g. is Brooklyn bridge and air rights real estate?

(b) These are expressly not

(i) Mineral, oil and gas royalties.

(c) Regulations say it includes structural components, but not assets accessory to the operations like printing presses etc.

(i) Prof. says to look at regs here.

(d) Other notes

(i) Foreign real estate is real estate RR 74-191.

(ii) There is ruling that says foreign currency income is qualifying income.

(e) Comment

(i) Why would you want to do this? To avoid pass through and have a public entity.

1. Why not use a public partnership? Because harder to qualify.

2. Why couldn’t you use a RIC? Don’t want to register under 1940 act?

a. What is good for REIT and bad for RIC?

i. Is real estate a security?

ii. No it’s not. 1940 act test.

iii. Rents are not good income for a RIC.

3. Why couldn’t you do an LLC?

a. They can’t go public.

(ii) Note that real estate is defined in other places also.

ii) Mortgages on real property are good assets

(1) What is a mortgage? There are rules re this. Not all security forms are mortgages.

iii) What is interest? (for income test)
(1) 856f says that interest can’t be based on profits.

(a) But can be based on rreceipts/sales.

(b) Can be based on profit if the debtor’s profit comes by way of leasing the property, and the rents debtor receives would be qualified if REIT received them. 856f1A,B.

(c) Something about how you can allocate b/w qualified and nonqualified in case where debtor receives profits based amounts (similar to sublease thing re rent.) 856f2. 1.856-5d

iv) REIT owns partnership interest

(1) For income test

(a) if a REIT owns a partnership interest then it's deemed to own a proportionate share of the income. 1.856-3g

(b) character of income same as would be to partnership.

(i) So if it's property held for sale to customers at the partnership level than it'll be the same thing at the REIT level.  "For all purposes of 856"

(c) The holding period is the lesser of the period the REIT was a partner in the partnership, or the period the partnership held the property. 1.856-3g

(2) for assets test

(a) owns proportionate share? Same reg?

(b) RP 2003-65 sets forth safe harbor under which loan made by REIT to partnership can qualify as real estate asset.
v) Public trading

(1) 7704 says that RIC that is publicly trades is not corp if 90% of income or something test, but you don’t have anything like this for REITs (so they have to be RICs to get this.) 
(a) So REITs can’t be publicly traded?

vi) Prohibited transactions

(1) Safe harbor exception – 

(a) need all of (857b6C) is
(i) Held for at least 4 years by REIT

(ii) Total expenditures by reit don’t exceed 30% of net selling price

(iii) Either

1. REIT doesn’t sell more than 7 properties (excluding foreclosure property sales or 1033 [involuntary conversion] sales) during tax year.

2. Both

a. Aggregate basis of property (other than . . . as above) sold during year <= 10% of aggregate basis of all REIT’s assets @ BOY.

b. Marketing & development expenditures re property made through IC from whom REIT gets no income. 

(iv) If not acquired by foreclosure, then property was being held for rental for 4 years

(b) Other notes

(i) Lots of subrules re this. 857b6E
(2) Facts & circumstances exception 857b6F

(3) Another exception for timber 857b6C

(a) In MB.

vii) Foreign income and tax exempt interest
(1) Unlike RIC, tax exempt or foreign income doesn’t pass through. Interest related dividends don’t pass through.

viii) Excise tax 4951?

(1) Tax is 4% of amount that notionally should have been distributed over what was distributed.
ix) E&P

(1) don't reduce earnings and profits by things that didn't reduce taxable income (things couldn’t deduct.) 857d1 1.857-7 RR 76-299 

(2) the region is treated as having sufficient earnings and profits to make the minimum distribution required to avoid a 4981 excise tax.  857d2

x) More AMT issues

(1) Items of adjustment on depreciation.

xi) More forgiving than RICs re bad income
(1) Can have foreclosure property, but I guess OK b/c pay regular tax on it.

xii) What is foreclosure property? Defined in 856e
(1) this is a real property and personal property into that little property acquired as a result of bidding on it in foreclosure, or foreclosing on a lease or mortgage.

(a) Also have to make an election in year property acquired. 856e5. 1.856-6c3.

(2) Not

(a)  property foreclosed upon due to indebtedness created as a result of holding the property primarily for sale to customers in the ordinary course of business.

(b) Property purposely acquired to foreclose on it. 1.856-6b3

(3) Stops being foreclosure property at earlier of either 

(a) 3rd taxable year following year trust acquired property 856e2

(i) Can get extension re this. 1.856-6g2 856e3

(ii) Period starts later if something re state law RR 78-3

(b) REIT enters into a lease of the property which yields income that does not qualify as rent 856e4A
(c) construction other than completion of an improvement of which more than 10% was completed before the default became imminent. 856e4B
(d) The property is used in a trade or business conducted by the rate other than to an independent contractor from whom the rate is not deriving income. 856e4C
(4) Other notes

(a) Includes qualified health care property (me: not sure important.) This ceases to be foreclosure property earlier. 856e6.

(5) This is property for which made election, which is acquired in foreclosure proceeding.

(6) The income is good income, so doesn’t disqualify you, but it’s taxed at 100%? Or some other percentage?.

(7) Comments

(a) So why make the election? b/c if you didn’t it would be prohitibed transaction income. 

(8) Example

(a) Say you buy half built condo complex. If you build it and sell them all you’re now dealer in property (b/c so many buyers) and so it’s prohibited income. But if you sell it just to one person then you wouldn’t be dealer. I think also the fact that you built them causes you to be a dealer, also short period of time, and put money into its construction.

(i) There is safe harbor for being dealer though. 857b6. Not sale of property if held it for less than four years.

(b) Take over foreclosure property. Put money in to improve it. Then you want to sell it off. This is like a dealer transaction, but can elect to treat it as foreclosure property and instead of 100% tax you pay the regular tax.

(c) Another example is equity reit with sub leases and something about default and have to take property over, and now have bad income and so can use this election to tax it at  35%.

xiii) What is a rent from real property? 856d

(1) Other exclusions

(a) Also excluded or revenue derived from property interests that do not qualify as real estate searches will tease for mineral interests.  A Revenue Ruling 64 -- 75

(2) What if mixed with rent from personal property? 

(a) Up to 15% of the rent can be for personal property.  856d1C 
(i) you measure this by looking at the average of the fair market values of the personal property at the beginning and end of the year and doing the same for the real property in Bangkok winning one ratio.

1. This does not include personal property leased by the REIT and then subleased to the tenants .  in that case you treat the amount that the REIT paid to the lessor at the amount of rent attributable to personal property.  So you subtract us enough now and then of the remaining rent you do the ratio above.  PLR 9428033.

(b) – good rent includes rent attributable to personal property that is leased under or in connection to lease of real property – so long as it’s not more than 15% of total rent (based on year end average of relative market values.)

(i) If go over then exclude portion from the good rent calculation.

1. Exclude totally or is it now bad? Must be bad income.
(ii) Comment

1.  Related to UBTI rules for charities. But nto the same rule. Prof. wanted to mention.

(3) Not rents from related persons
(a) 862d2B - Good rent does not include rent from an entity in which REIT has 10% or more equity interst.  
(i) If the rent is from a corporation, then there we can't have 10% of vote or value.856d2bi

(b) Exception for taxable REIT subs (obviously)

(i) Need either
1. 90 % of the space is leased to persons other than taxable REIT subsidiaries or other 10% owned persons.  Something about us to the extent amounts paid to the REIT are substantially comparable to that paid by other tenants. 856d8.  
a. There’s more on this. Something related to a controlled taxable REIT sub, meaning one in which the REIT owns 50% or more by vote or value.

2. Something about qualified lodging facilities leased to a taxable REITs subs that is operated by an eligible independent contractor.  856d9d.  See also noticed 2005 -- 89 related to a temporary exception to this rule for housing for hurricane Katrina. 
(c) Other notes

(i) the fact that the corporation's directors are also the directors of the re to which the corporation pays rent, does not in and of itself disqualify the rent.  Revenue Ruling 70 -- 542.

(ii) Attribution rules

1. the attribution rules of 318 eight apply, except that attribution will run between a read any person owning a 10% interest in the rates, as opposed to the 50% interest in section 318.  856d5.  So rent received from a property leased to an entity where a 10% owner owns of the REIT owns 10% of that entity, is disqualified.  

2. Subleases -- what is the REIT leases to a tenants for $50, who then subleases to 3rd parties for $100, of which $30 is from a party who the REIT could not lease to under these rules?  Then 30% of the rent paid by the tenant to th REIT ($15) is disqualified. 1.856-4b4
(4) Not profits based
(a) 856d2A - Not good rent if the rent and based on profits.
(b) Exception

(i) if based on fixed % of receipts or sales.

(c) Other notes

(i) If the rent is based on profits, then the entire news is a lot.1.856-4b3

(ii) This is also true on interest from mortgage.

(iii) Subleases

1. if the REIT rents to someone who then subrents to another person and the rent on the sublease is based in whole or in part on profits, then only a proportionate part of the amounts received by the REIT is disqualified. 856d4.  
a. The amount disqualified as the lesser of (a) contingent rents received by the REIT, if any (like percent of receipts), or (b) an amount determined by multiplying the total rent received by the REIT by (the proportion of rent received by the tenants that is based on profits.)1.856--4b6.  There's an example in the Matthew Bender.
(iv) Escalator clauses

1. in Revenue Ruling 64 -- 50, the IRS said that requiring additional rents due to the increase in cost of furnishing basic services like heat and water was okay.

(v) % of property value rent

1. Revenue ruling 69 -- 107 said that rent where it was fixed for the first 25 years and then turned into a percentage of the value of the property was okay.

(vi) What % of the rent is usually based on profit? Prof. says they generally try to stay away from it.

1. What if you wanted this? You could do a partnership like an LLC. But if it’s LLC couldn’t go public.

2. Could it be a RIC as an equity flavored instrument? Prof. says it’s still rent though. 

a. But prof. said maybe if do as % of gross then you’d be OK. I think as a REIT. Seems like you could never do this as a RIC. Yup. Professor confirmed it. Said it’s still rent.

(5) Sometimes OK for services
(a) customary service is okay

(i) customary is defined as by looking at the geographic market and seeing if other tenants get similar services. Legislative history 1976.  Revenue in 2004 – 24 gives an example of a case where parking facilities were set to be customary..

(b) If more than 1% of amount received re property is impermissible services, then the entire amount is disqualified. 856d2c.  Revenue ruling 98 -- 60.
(i) service includes management

(ii) the amount for services cannot be valued at less than 150% of the cost of the REIT of providing it. 856d7D
(c) other notes

(i) this is included in gross income for the income tax.  (Me: obviously)856d7E

(ii) a taxable REIT subsidiary and an independent contractor conjointly venture to provide non-customary services without disqualifying the rent.  Revenue Ruling 2003 -- 86.

(d) Originally had to furnish services through independent contractor with whom you had no economic interest.

(i) This let REITs use Unrelated Trade/business income rule from pension plans.


1. I think you didn’t if it was for customary services would still be rent. (customary based on the geographic market.)

2. I guess the payments to independent contractor would be an expense.

(ii) Some revenue ruling re parking lots. See materials.

1. Something about how if it’s more than customary then not done via REIT sub, but rather via independent contractor. No, I think the REIT sub rule took over this.

(e) Taxable REIT subsidiary rule.  865d7C. Came in 1999.
(i) How to qualify 856l1
1. it cannot be a REIT and the REIT and the TRS must make an election and the REIT owns some of the TRS.
a. The election must be revoked by both the REIT and the TRS.

b. The definition extends to subsidiary (other than another REIT or a qualified REIT subsidiary) in which the TRS owned directly or indirectly securities possessing more than 35% of vote or value.  856l2.

2. Also can not operator manager lodging facility or healthcare facility, and it can not provide Linux to any brand name under which a lodging or healthcare facility is operated. 856L3
(ii)  Now this sub can render the services. 

1. Remember total REIT subs can’t be more than 20% of assets.

2. There are rules that prevent stripping of income from REIT sub through non arm’s length rents.

3. Dividends from a REIT sub would good income under the 95% test but not the 75% test.
(iii) Other notes


1. REIT subs are generally corporations b/c if they’re partnerships then the income passes thru and it’s bad income.

2. You only need a REIT sub if it fails the customarily test.
3. Again note that you could do this via an independent contractor instead of a REIT sub.

4. Revenue Ruling 2002 -- 38, if you're a taxable REIT subsidiary provided non-customary housekeeping services and was okay.

(f) More on independent contractor
(i) Other notes

1. the corporation that acts as an adviser to the reach cannot be an independent contractor here.  Revenue ruling 74 -- 471.  Revenue rolling 75 -- 136.

2. The corporation owned by a trustee and administrator of the reach can qualify as an independent contractor.  Revenue ruling 77 -- 23.

3. If independent contractor owned more than 35% of the shares of the REIT, or if someone owning more than 35% also owns more than 35% of the contractor, then it's not independent.856d3a,b

a. the attribution rules of 318 apply except that now attribution was between the reach and a 10% shareholder in between the reach and a partner who owns directly or indirectly 25% of the partnership (me: I'm not sure what that last one means).856d5.

4. The REIT can receive rents from the independent contractor for space occupied by the contractor.  Revenue ruling 66 -- 188.

5. 512 UBI thing

a. something about how amounts not taken into account if they would be excluded from the unrelated business income rule out 512 B3.  Not sure what this means.  I think this is another exclusion?  The guide says that this provides an exclusion in the computation of unrelated business taxable income of all rents from the property if the portion of the rent attribute with the personal property is incidental in this determination is made when the personal property is placed in service.  This is footnote 55 of the Matthew Bender thing.
(ii) Comment
1. how does this work?  Is a portion of the rent paid by the tenant stated as being for the independent contractor?  But the tenant an independent contractor directly?  I think the latter.

a. If the services are customary than the tenant can pay the REIT who then pays the independent contractor. 1.856-4b5i.
b. If the services are not customary than the cost is borne by the independent contractor who charges the tenant on his own. 1.856-4b5i. If this applies then noncustomary services provided by the IC must be paid for by the tenants too.  
i. if the REIT receives any income for the services, then none of the rents received by the REIT will count as rents from the property.. revenue ruling 66 -- 189.

xiv) Mispricing rule

(1) There is some penalty of some sort re the mispricing rule. Is this redetermined rents?
xv) Can REITs have two classes of shares, one which is equity and another which is debt like.
(1) Yes, see RR 71-405 from earlier and maybe move down.
(2) Comments

(a) Do you see these in practice? Prof. doesn’t, but he notes that they used to have this structure.

(b) Not sure if they still exist.

xvi) Record keeping requirements

(1) there are some record-keeping requirements in 857f and 1.857-8d,e.

xvii) Stapled entities (fix later maybe re 7002 stuff.)
(1) 269Ba3 says that in testing for REIT qualification, all stapled entities were to be treated as one entity. 

(a) But then in 1998 changed it – I think grandfathered all REITS as of 1998? IRS Restructuring and Reform Act of 1998 ("Act"), § 7002(a), (b)(1). Real property interests held by an exempt REIT or stapled entity will not be treated as nonqualified real property interests if the REIT was a real estate investment trust as of March 26, 1998, and at all times thereafter, and the stapled entity was a stapled entity with respect to the REIT on that date and at all times thereafter. Act, § 7002(b)(5). What is this?
(2) What is stapled group? 7002e3

(a) REIT

(b) Stapled entity

(c) All 10% subs of above

(i) IRS Restructuring and Reform Act of 1998 § 7002(e)(4)(A). A 10-percent interest means (i) in the case of an interest in a corporation, ownership of 10 percent (by vote or value) of the stock of the corporation, (ii) in the case of an interest in a partnership, ownership of 10 percent of the capital or profits in the partnership, and (iii) in any other case, ownership of 10 percent of the beneficial interest in the entity. Act, § 7002(e)(4)(C).

(ii) Except C corp can’t be 10% sub of REIT. 7002(e)(4)(B).

(3) Examples

(a) US corp with foreign sub not paying a lot of foreign tax. This was in the 80s before some new rules. Then you would have one SH who owned the foreign and US entity. When you went to buy one you had to buy them together. 

(i) So now treat the foreign company as a US company.

(ii) For REITs/RICs - All entities that are stapled entities are treated as one entity.

(4) Comments

(a) Some were grandfathered though. But this was taken away b/c getting unfair advantage.

(b) 269B came along and it defines stapled entities.

(i) Entity such that 50% or more of ownership interest can only be transferred as a unit.

xviii) Termination

(1) automatic if fail to qualify. 856g1

(a) exception if it failed to comply due to reasonable cause and not willful neglect and they pay a penalty of $50,000 for each failure. 856g5.

(2) It also voluntarily cease REIT status. 856g2

xix) Requalification

(1) this is not allowed for a five year period. 856g3

(a) exception (can do earlier) if all of

(i) did not willfully failed to file a tax return in the year of termination

(ii) any incorrect information in the return is not the result of fraud

(iii) the failure was due to reasonable cause and not willful neglect. 856g4

f) Comments
i) Some overlap with RICs. Something about FIRPTA rules.

ii) Industry group is www.nareit.org 

iii) 350 billion market cap. About 8-9% of these were mortgage REITs (they invest in mortgage loans.)

(1) I think these don’t include private REITs prof said, e.g. Wal-Mart which owns stores through REIT and leases them out to minimize estate tax liability.

iv) Some think growth is due to liberalization of tax rules in 1986 which let them manage properties w/o as much hassle.

v) More on REIT vs. RIC vs. partnership
(1) E.g. if nonprofit invests in partnership then pick up the partnership’s debt in UBTI. But if they invest in REIT then don’t pick up the share of the debt.

(2) Foreign investor in REIT has issues re FIRPTA.

(3) Also keep in mind no asset test on a partnership.

(4) Note that you can’t be a RIC b/c rents are bad income.

(5) The main reason though is that rent isn’t good income for RIC? Nope it’s not.
vi) Note that if you’re no longer a REIT, then your liquidation is like that of a corporation, and those are very hard to liquidate.
(1) But note that if publicly traded corporation fails then it’s just 351 transaction turns into corp. (can’t they dissolve?)
(2) Basically it’s a real mess if a REIT fails.

5)  Common problems for REITs and RICs

a) Can’t get dividend deduction if preferential. 561c.

i) More on this on 2 articles on p. 5 of syllabus. NYSBA and Baneman articles.

(1) Why have 561? Concern which lead to this rule was that entity would push dividends to one group (say father pushing it to children.)

ii) This applies both to actual dividends and actual (should be deemed? Consent?) dividends. 
iii) Other notes

(1) You do this analysis by dividend. So if dividend in quarter 1 is preferential and in quarter 2 it’s not, then quarter 2 still ok.

(2) Does not include preferences caused by entitlements

(a) For example if have preferred shares owed $6 per share you can pay them first.

(3) What if you declare dividends uniformly, but pay them at different times?

(a) I think prof. said this was not OK? I can’t imagine why it would be.
(4) Different classes of stock.

(a) RIC tried to pay e.g. tax exempt to one class of stock and capital gains to another. IRS gave rulings saying couldn’t do this. Prof. thinks in ruling they didn’t mention that this would work re REITs, but that their intent is that for REITs it would work as RICs.

(b) But prof. says can set up separate funds and pay separate dividends to each.
(5) Can a preference ever be deminimus? 

(a) Legislative history gives example where 0.25% was OK, but probably not a generic de minimis rule.

(6) Equalization accounting

(a) Say redeem SH and it’s treated as dividend. Then you sell shares so you got the money back in. So economically you’re in the saem situation as before.

(b) RR 55-416

(i) This says these are dividends. What would the opposing conclusion be?
(7) What if want to charge some SHs more?

(a) 562c exception

(i) Says that if it’s a SH that made initial investment of 10M SH can do preference for reduction in administrative (but not investment) expenses. RR 89-79 (MB said related to this but also said master SH accounts that invest in RIC.)
(b) Some RICs would deal with this by issuing different classes of shares.

(i) Then IRS said in rulings, that they would nto treat different shares as separate if they differ only in allocation of expenses.

(ii) There were about 500 ruligns on this (PLRs) about 1.5% of all PLRs issued in period on this issue
(iii) .

(c) Then Rev Proc 99-40 came out, giving rules for when expenses could be allocated to different SHs.

(i) Still can’t do investment advisory fees though.

(ii) But you could do things like custodial fees or administrative expenses. 

(d) Comments

(i) Some people think the preferential dividend rule should be eliminated.

(e) examples

(i) GCM 39457

iv) Other4 notes

(1) mB _ A second exception is made in the case of distributions in redemptions of interests in unit investment trusts issuing periodic payment plan certificates, if the conditions of IRC § 852(d) are met. See Treas Reg § 1.852-10(b)(2) for an example of the operation of IRC § 852(d).

v) Examples

(1) E.g. pay one group 50c per share, another $1 per share. And the result is that none of the $1 dividend is deductible. Not just the preferential part. 

(2) NY stocks case

(3) National Securities case

(4) RR 55-416

b) 351 rule that turns off tax free incorporation for an investment company

i) Intro

(1) Exchange funds were being used.

(a) Exchange funds set up when x owns a lot of IBM stock and Y owns a lot of MSFT stock and they wanted to diversify. So they put these shares into a corporation tax free. Everyone then started doing this.

(i) But obviously SHs would want to preserve basis they had.

(2) Review


ii) 351e and 721 stopped above for corps and partnerships

(1) Any way, congress closed this down in 351e. Said that you couldn’t do a 351 transaction with an investment company.

(a) Investment company

(i) This includes any RIC or REIT.

(2) Needed to do same thing re partnerships. 721 was amended to say it doesn’t apply to gain realized on transfer to partnership that would be investment company if it was incorporated.

(3) Other notes

(a) What is inv. co.? 1.351-1(c)(1)(ii). 

(i) A transfer is made to an investment company if the transfer results in diversification of the transferor's interests ( ¶4924) and the transferee is:

(ii) … a regulated investment company (mutual fund, see ¶¶20525 et seq.); 

(iii) … a real estate investment trust (REIT, see ¶¶20560 et seq.); or 

(iv) … a corporation more than 80% of the value of whose assets are held for investment and are interests in other mutual funds or REITs,[FN46]or are “stock and securities.”[FN47]All “stock and securities” (as specially defined[FN48])held by the company are taken into account.[FN49]

(v) Footnotes

1. [FN46] Treas. Reg. § 1.351-1(c)(1)(ii).

2. [FN47] I.R.C. Sec. 351(e)(1).

3. [FN48] I.R.C. Sec. 351(e)(1)(B).

4. [FN49] I.R.C. Sec. 351(e)(1)(A).

5. [FN50] I.R.C. Sec. 721.

(b) What does it mean to diversify?

(i) 4924. Transfers resulting in diversification

(ii) For purposes of the rules on swap funds ( ¶4923), a transfer (other than a transfer of already diversified portfolios) results in diversification if a significant portion of the assets transferred by two or more transferors are nonidentical assets. If only an insignificant portion of the assets transferred is nonidentical, there is no diversification.[FN3]In one instance, IRS ruled that nonidentical assets amounting to 11% of the total property transferred were a significant portion.[FN4]If there is only one transferor, or if two or more transferors transfer identical assets to a new corporation, the transfer won't generally result in diversification.However, if a transfer is part of an overall plan to achieve diversification which calls for later tax-free transfers, the earlier transfer will be treated as resulting in diversification no matter how long the later transfers are delayed.[FN5]A transfer of stocks and securities doesn't result in a diversification of the transferors' interests if each transferor transfers a portfolio of assets that is already “diversified” as defined for reorganizations, except that government securities are included in total assets but aren't treated as securities of an issuer.[FN6]

1. [FN3] Treas. Reg. § 1.351-1(c)(5).

2. [FN4] Rev Rul 87-9, 1987-1 CB 133.

3. [FN5] Treas. Reg. § 1.351-1(c)(5).

4. [FN6] Treas. Reg. § 1.351-1(c)(6)(i).

(c) What if use trust?

(i) If property is transferred to a trust in exchange for an interest in other trust property, and if the trust would be an “investment company” if it were a corporation, then gain (but not loss) is recognized by the transferor. But this rule doesn't apply to transfers to employee benefit trusts, pooled income trusts, or charitable or other tax-exempt organizations organized as trusts.[FN1]The determination of the amount of gain recognized is made on a property-by-property basis.[FN2]For transfers to a common trust fund, see ¶20500.

1. [FN1] I.R.C. Sec. 683; S Supp Rept, PL 94-455, 10/4/76, p. 47.

2. [FN2] S Supp Rept, PL 94-455, 10/4/76, p. 47

iii) But could do 

(1) UPReits – Umbrella partnership REIT

(a) People with real estate put it into a partnership. The REIT then does a public offering and uses that money to buy partnership. There is also provision that lets real estate owners to transfer the real estate (me: should this be the partnership interest?) to the REIT in exchange for REIT shares. So have liquidity.

(b) Comments

(i) No diversification requirement here.

(ii) Arthur Andersen spinoff was done similar to this. 

1. Partners being real estate owners (like), partnership being what it is and REIT being replaced by a corporation. When partners wanted to get out they would trade for stock of corporation which they could then sell.

(iii) Kind of accomplishes above but for real estate.

1. Ask prof. about this. How would you not get basis step up when transferring land?

a. b/c under 721 transferring property to partnership is tax free (at least for individual. Not reit per above though I’m pretty sure.) but note if transferred to REIT would be taxable under that 351 inv co provision (REIT is like inv co RR 87-9)
(iv) this structure is OK from tax perspective 1.701-2(d), Example 4.

(v) Note that when shares converted then taxes paid (so convert later to defer.)

(vi) Look through rule to see if REIT passes assets/income test. (See partnership section.)

c) Tax free re-orgs

i) Intro

(1) RICs and REITs are corporations so should get tax free reorgs.

(2) Done in chronological order below.

ii) First situation

(1) Family owned corp transferred all business to American Can in exchange for American can stock. This is tax free reorg. Then then transferred this stock to a RIC, in exchange for RIC stock. This is also tax free reorg. (me: actually not sure about 2nd one, but any way had they just done it with the RIC in the first place it would be OK, except for rule below.)
(a) Idea was that both of the above would be good tax free C reorganizations.

(b) So 368a2F was enacted.

(i) Saying you had to be (me: diversified?) RICs on all sides for this to work. 

(c) Then another provision was passed saying RIC in above situation would have to distribute shares to its SHs for above tow ork. So now have two reasons why it doesn’t work.

iii) Second situation

(1) Personal holding company sells all assets to RIC for cash. Missed rest of hypo here. (me type A reorg it seems.)
(2) Then treasury required continuity of business enterprise. So RICs are the reason why this occurred.

(a) old business’s business had to be continued by surviving corp (or surviving corp had to continue to hold assets of surviving business.) 1.368-1B

iv) People were worried because you were basically converting from a C to an M without paying tax along the way

(1) And now getting single tax treatment.

v) Third situation (prof says 4th) Maybe ask about the supposed 3rd?
(1) Company sold all its assets for cash. And just elected to be a RIC.

(2) 852a2 was then enacted. 

(a) Says you can’t be RIC or REIT if at the end of the year, you have E&P from year in which not RIC/REIT, unless you were RIC/REIT on 12/8/83 (grandfathered.)

(3) Prof. says that because of above rule, the other rules redundant b/c in those RIC/REIT would  have gotten hit by this new rule. 

vi) Then general utilities repealed in 1986

(1) GU said you could distribute property to SHs without recognizing corporate level gain.

(2) Then 337d1 repealed it.

(a) Also said that you couldn’t get around the appeal through the use of a RIC or a REIT. Also? Find out rule being discussed here.
(i) Concerned that you would get around some how by converting to RIC/REIT

(ii) Example – C corp with B100, v150 so if you transferred to REIT/RIC in reorg it would be taxed to SHs but not at the corporate level. Me: if you distributed the assets?
(b) It works by doing it in the same way as when a C corp becomes an S corp. 

(i) You have to identify the built in gain here and either pay the tax or pay the gain when it’s recognized.

(ii) You do similar identification here. Identify the transactions as conversion transactions.

(iii) Find out rule here. It’s in that MB. There are some modifications to 1374 though.
(c) Other notes

(i) What if screw up and lose RIC status for a year, and the want to requalify as RIC? Do you have a 337 problem? Is this the same rule as above?
1. Rules. Find statute. Say it doesn’t apply if soemthign like 2 year or 1 year rule b/w RIC & REIT. Look up.

(ii) Note how REITs are more forgiving of disqualification

1. If due to reasponable cause/not negligence and pay 100% tax on bad income can maintain qualification.

(d) Example – figure this out.
(i) This is a conversion transaction (of C into RIC) - Security b40 v100, E&P of 50 and NOL of -12. If deemed sale is made, there is 60 recognition in year of transfer, and after taking into account NOL have 16.8 tax @ 35% rate. RIC inherits the E&P which is now 93.2 = 50 + 60 – 16.8. So now the basis on the security of the corporation is now 100.

1. But note how unlike in Sub S rules you do have to distribute the E&P out.
- what does it mean have to get it out?

vii) Spin-offs 355

(1) If Parent spins off sub can be tax free if meet TorB test.

(a) Could RIC do this? no b/c doesn’t meet above test – just passive investor.

(b) Could REIT do this with their real estate sub? 

(i) Nope. In 1973 IRS said no b/c couldn’t be doing active conduct of TorB.

(ii) Then in 2001 a RR declared the other one obsolete b/c now REIT could perform services for tenants and so could activily conduct the TorB.

1. Comments

2. But prof. notes it didn’t deal with any of the other rules above, b/c it only deals with 355. So other problems may come up. Find out about this whole section.
viii) a1A - IRS issued regs to effect that (a1A? a2D is forward triangular.)
(1) If target merges into entity owned by REIT, e.g. LLC or qualified REIT sub. Then they’ll treat that as a1A statutory merger/consolidation.

(2) Example

(a) This helps case where e.g. REIT wasnted to acquire T where B > liabilities and wanted liabilities in another company. 

(3) Type A

(a) Prof. talks about what happens.

(b) Prof talks about new way of doing this,

(i) By making LLC under P, and merging T’s assets and liabilities into the LLC, and T goes away. This isolates the liabilities in the LLC. But for tax purposes, the LLC is a disregarded entity.

(ii) Prof. notes that As are now more popular than they used to be.

(c) Requirements

(i) Meeting state law rules.

1. Prof. comments

a. Previously people thought you couldn’t do A offshore, had to use state rules. But now regulation said you could use foreign merger laws.

(ii) 4 judicial requirements. (COBE, COI, merger, 

ix) Other notes

(1) None of the above prevent RICs from doing tax free reorgs with other RICs.

(a) Basically prof. went through the rules and said none of them would apply

(2) Can you do the above sorts of reorgs re other types of entities?

x) Comments

(1) Prof. notes how a lot of the above rules are redundant now and could simplify them.

(a) Maybe just have 337 rule and no E&P rule.

d) REITs gaming system in state taxes

i) REIT owned by Walmart that leases store and thus avoids state taxes.

(1) How does this avoid state taxes? Deducted rent paid to REIT, and dividends from REIT got different treatment under state tax law. There is lawsuit over this. any way.
ii) Bank or Industrial Co would set up REIT and own its common stock. Then would then sell preferred stock of the REIT to investors. Then the bank would use the proceeds to lease property from the REIT. I think I got this, but fix wording.
(1) The preferred stock was to pay 10 a year (in a market where int rate was 5%).

(a) There was also provision saying could cash out preferred stockholders at FMV, which would be close to zero (why would it be zero?)

(2) Comments

(a) So what was happening? Were getting deduction for rent, or getting income exclusion on securities put into the REIT. Also taking deduction for the dividends.

(i) Economically you’ve converted nondeductible principle payments into deductions. E.g. if you had borrowed 100 at 5% would have gotten 5 deduction. But giving huge dividend you got to effectively deduct principle by calling it a dividend.

(b) 7701l though gives regs authority to recharacterize multiparty transaction created to avoid tax avoidance. 7701-3l regs. Re fast paced stock and notice.

e)  So in order
i) Diversified to do reorg rule

(1) RIC is automatically diversified.

(2) What is a family owned investment company?

(a) Any way, if it’s diversified can do tax free reorg with them but have 337d1 and no E&P rule.

(i) What is difference here? I think unrealized gain is re the BIGs and the no E&P rule is re undistributed earnings.
ii) COBE rule

iii) No E&P rules

iv) 337d1 rules

(1) can elect to do deemed sale instead of BIGs rule. 1.337d-5,7 (7 is the anti-stuffing provision so don’t put a bunch of loss assets in there right before conversion.)

6) Fixed investment trusts

a) Intro
i) From 301 cfr 7701-4c

ii) Remember how Morrissey case said that trusts were own thing (and two factors to determine what is a trust.)

(1) Business carried on, divide gains and income.

(2) So here you don’t satisfy that because there is no business. Just a fixed portfolio of passive assets.

iii) Why are they used?

(1) Complete pass through, unlike even say a partnership which changes some things.

(2) Don’t need to send out K-1s to partners.

(3) Easy way to securitize.

iv) Intro example

(1) Bank makes mortgage loans, and to get mortgages off books puts them in such a trust and sells certificates in trust to public (these let holder get undivided interest in everything trust gives.)

v) Other types of trusts (you if trust you’re either ordinary, business, liquidating or investment.)
(1) 301.7701-4a – ordinary trust – set up by will or intervivos transfer to protect property for beneficiary.

(2) 301.7701-4b – business trust – these are not treated as trusts for tax purposes b/c they are really businesses and not trust arrangements. Classified according to general classification rules.
(a) Cases

(i) Elm Street Realty Trust 1981 T.C. – this is the case that said you need a business purpose and association to lose status as trust, and be taxed as business entity (association/corp etc.)
(3) 301.7701-4d - Liquidating trusts – these were set up to liquidate assets distributed by liquidating corporation.


(a) To qualify here need to have the purpose of liquidation, and all your acis must be reasonably necessary to achieve that purpose. (me: I think of corp.)
(b) These are taxed as grantor trusts (me: so complete pass through I think.)

(c) Comments

(i) Was more important prior to repeal of general utilities, b/c then had to get everything out in 12 mos to avoid recognition, and if there was anything left after 12 mo. Period they would liquidate it via one of these trusts. 

1. But still used in say a bankruptcy situation. Idea is to avoid double taxation.

(d) Other notes

(i) Still some reason to use them, I think if you just want to do the liquidation as quickly as possible (me: so put it into this and done it seems.) RR 75-37. RR 63-228. RR 80-150. RR 62-48.

(ii) What if fail to qualify as liquidating trust? Then it would be partnership.

1. Prof. says might be publicly traded partnership, and could fail test b/c might not be good income.

b) Requirements
i) Need all of

(1) Single class with undivided interest. 301.7701-4c
(a) So no multiple classes of ownership.

(b) Comment

(i) This was added in 1984, due to the use of FITs to securitize mortgages with tranches, something the IRS wanted reserved only for REITs and REMICs.

(2) No power under trust agreement to vary investment of certificate holders. 301.7701-4c
(a) Except in certain extreme circumstances per fiduciary duty rules.

(b) Other notes

(i) What does this mean?

1. Means no power to reinvest or add new assets, or otherwise vary investments.

2. No operating assets (b/c operating assets mean power to vary investment.) So all passive.

3. Need to distribute cash receipts b/c retentions vary the asset competition

a. Generally semi-annually. But how long is too long?

(ii) Trustee can’t even have power to vary assets (doesn’t matter if he chooses not to.)

(3) Internet outline says has to be SEC registered?
c) How are they taxed?
i) Taxed as grantor trust under 671.

(1) No entity level tax. Complete pass through. Don’t need to worry about distributions or anything.
(2) Character passes through too.
ii) What is each owner’s share?

(1) Market value based?

d) Comments

i) You have more complete pass through here. Under gtrantor trust rules treated as directly owning your share of assets and income.

(1) For example this helps REITs who want real estate treatment.

ii) As noted below – main reason these are no longer used in securitization transaction was enactment of REMIC provisions in 19(8?)6 – which said you couldn’t use two classes of interest when securitizing mortgages via FITs. (IRS issues regulations disallowing this.)
iii) Idea is that because investments are fixed, you are not carrying on a business.

e) Other notes

i) Can be registered under 1940 act.

ii) Determination of above done based on trust agreement.
(1) So can’t give trustee discretion to violate above, even if that discretion is something he never uses.

iii) If fail to satisfy above, (comment: penalty nto as bad as REIT/RIC.)

(1) The default is either an association or partnership depending on the number of owners. Can also make check the box election (me: I assume to be corp?)

(2) Aside – note that if this was foreign entity it might default to being corp (but again could check the box to be pass through.)
(3) What if fail to meet above and you were a publicly traded FIT?

(a) Become publicly traded partnership. 

(b) All income that would meet the requirements to qualify for FIT would be good income for PTP rules too.
(i) Basically it wouldn’t fall under the “income derived in conduct of financial business” PTP bad income grouping b/c not originating loans.

(ii) Exception – I think this doenst work if the trust was registered under the 40 act?

iv) taxable mortgage pools rule

(1) 7701i says that 

(a) taxable moretgage pool treated as separate corporation.

(b) 7701i2D also says that equity portion of security issued by this entity will be treated as debt.

(2) What is a TMP? 

(a) Need all of

(i) Entity, or portion of entity

(ii) Has substantially all its assets in debt obligations and more than 50% of them are real estate mortgages 

1. other notes

a. if hold interest in pass through, then that asset is real estate mortgages in same proportion as that entity holds real estate mortgages. 301.7701i-1c3
b. seriously impaired mortgages not included here. 301.7701(i)-1(c)(5)(i), 301.7701(i)-1(c)(5)(ii)(A (more on definition there.)
c. Facts & circumstances test.

i. But if less than 80% of assets are debt then not satisfied. 301.7701(i)-1(c)(2) 

d. credit enhancement contract (or collateral used to support it) treated as part of asset to which it relates. 301.7701i-1c4i 
i. I think this is saying that if you guarantee mortgages, then you are treated as if you have issued mortgages?

ii. 301.7701i-1e3 - Example 2. (i) Corporation N transfers a pool of real estate mortgages to a trustee in exchange for Class C bonds, Class D bonds, and a certificate representing the residual beneficial ownership of the pool. The Class D bonds are subordinate to the Class C bonds so that cash flow shortfalls due to defaults or delinquencies on the real estate mortgages are borne first by the Class D bond holders. The terms of the bonds are otherwise identical in all relevant aspects except that the Class D bonds carry a higher coupon rate because of the subordination feature. (ii) The Class C bonds and the Class D bonds share credit risk unequally because of the subordination feature. However, neither this difference, nor the difference in interest rates, causes the bonds to have different maturities. The result is the same if, in addition to the other terms described in paragraph (i) of this Example 2, the Class C bonds are accelerated as a result of the issuer becoming unable to make payments on the Class C bonds as they become due.

e. Real estate mortgage

i. Means secured principally by interest in real property. This means either 301.7701i-1d3i,ii
- FMV of real property securing mortgage is >= 80% of mortgage value on issue date of obligation. For this test reduce FMV $ for $, by any lien that is superior to the mortgage. Then allocate the FMV to this mortgage and any other equivalent lien.
- if proceeds of loan were used to acquire real property that, at issue date, was only security for the obligation. For this test, loan guarantee by government not viewed as additional security. Also, personal guarantee by obligor not considered separate security. If secured only by real estate mortgages then satisfies this test. If secured by real estate mortgages, real property & other assets then treated as real estate mortgage in proportion to (r.e. mtg. + r. prop.)/(total assets securing.) (or maybe it’s not proportional, but rather only to extent of r.e. mtg. + r.)
ii. Also
- Interest in REMIC as well as stripped bonds (that are based on debt secured by real estate) are also real estate mortgages for this test. 301.7701(i)-1(d)(2)(i).

(iii) terms of debt instrument issued by entity provide for payments that bear relationship to the debt held by the entity.

1. More on the rules here in treas reg § 301.7701(i)-1(f). 

2. There is an exception to this if the entity is formed solely to liquidate. More on this in 301.7701(i)-1(f)(3). Then not deemed to satisfy this test.
(iv) The debt instruments issued by entity have 2 or more maturities. 301.7701i-1e1,2.
1. Satisfied if have two or more maturities, or if holders have different rights re acceleration/delay of maturities.

2. Debt obligations allocated different credit risk do not have two or more maturities.

a. Maybe look into this. So if give one holder priority would this be OK? Probably not b/c different maturity? Maybe this is saying the loans can be secured by different pools?

b. Example 2 from the regs.
i. (i) Corporation N transfers a pool of real estate mortgages to a trustee in exchange for Class C bonds, Class D bonds, and a certificate representing the residual beneficial ownership of the pool. The Class D bonds are subordinate to the Class C bonds so that cash flow shortfalls due to defaults or delinquencies on the real estate mortgages are borne first by the Class D bond holders. The terms of the bonds are otherwise identical in all relevant aspects except that the Class D bonds carry a higher coupon rate because of the subordination feature.

ii. (ii) The Class C bonds and the Class D bonds share credit risk unequally because of the subordination feature. However, neither this difference, nor the difference in interest rates, causes the bonds to have different maturities. The result is the same if, in addition to the other terms described in paragraph (i) of this Example 2, the Class C bonds are accelerated as a result of the issuer becoming unable to make payments on the Class C bonds as they become due.
(b) Exception

(i) REMIC or REIT.

1. An entity that otherwise would be treated as a TMP may elect to be a REIT, if it can meet the requirements for such entities.23 If it does, a portion of the income of the REIT will be treated in the same manner as income subject to the special rules governing excess inclusions by holders of a residual interest in a REMIC.24 In addition, the dividends paid to the shareholders of the REIT will be subject to the same rules.25

a. (24)IRC § 7701(i)(3).

b. (25)IRC § 7701(i)(3).

(c) Other notes

(3) Other notes

(a) 301.7701i-4c1 says that you can’t elect S corp status if you’re a TMP.

(b) Once classified as TMP, designation continues until it retires its last related debt obligation. 301.7701i-3c1.

(c) Government entity can’t be designated TMP if it meets some tests. 301.7701-4(a)(1).

(d) Something about how portion of entity can be a TMP
(i) A portion of an entity that meets the definition of a TMP can be treated as such.26 A portion of an entity includes all assets that support one or more of the same issues of debt obligations.27 An asset supports a debt obligation if, under the terms of the debt obligation (or underlying arrangement), the timing and amount of payments on the debt obligation are, in large part, determined, directly or indirectly, by the timing and amount of payments (or projected payments) on the assets or group of assets that includes the asset. A portion does not include assets that are unlikely to produce any significant cash flows for the holders of the debt obligations.28

(ii) An asset that qualifies as a credit enhancement contract (or an asset that serves the same function as a credit enhancement contract) is not included in a portion as a separate asset.29 An asset is not included in a portion solely because the holders of the debt obligations have recourse to the holder of the asset.30

(iii) A portion of an entity is treated as the obligor of all debt obligations supported by the assets in that por-tion.31

1. (26)IRC § 7701(i)(2)(B).

2. (27)Treas Reg § 301.7701(i)-2(a).

3. (28)Treas Reg § 301.7701(i)-2(b)(2).

4. (29)Treas Reg § 301.7701-2(b)(1).

5. (30)Treas Reg § 301.7701-2(b)(3).

6. (31)Treas Reg § 301-7701(i)-2(c).

v) Other items

(1) How do they report income?

(a) Per rules in 

(i) 1.671-4 and 

1. File blank form 1041 (fiduciary tax return) as well as send 1099s to the owners.

(ii) 1.671-5 (widely held FITs.)

(2) RR 2004-86
(a) A borrowed NR and purchased blackacre. A put property into Delaware trust. Leased it to z. Then wanted to do 1031 exchange for other property. Because FIT is such a total pass through, IRS let him do this. This was a FIT.
(b) Comments

(i) Note wouldn’t have been able to do this ahd he put it into partnership.

(ii) How did he put a leased property into a FIT? Are we sure that’s passive? Seems like net lease is definitely passive. That’s what IRS said here.
(iii) Prof. says he used DW trust here to get limited liability.

(3) Aside – Delaware trust can give you limited liability.
(a) Why else would you use these? There is a chance of being a fixed investment trust with a Delaware Trust, where as say an LLC would never be.

(4) Who is grantor under grantor trust tax rules?
(a) Definition of grantor includes any person who would acquire an interest from a grantor. (this is how you use the grantor definition with transferrable shares.) [missed code section.] Also 678 says that owner is anyone with legal entitlement.
(5) I think prof said trust can foreclose on the underlying properties and own tehm.

(a) Or probably not as that would change asset value. What happens here?

(6) Prof mentioned trusts again
(a) E.g. foreign pension trusts don’t qualify for US tax exemption. This is trust set up by X foreign corp for their pension plan. 

(i) As Trusts & Estates guy if these are taxed as trusts even though don’t get tax exempt status.

vi) More on history of creating tranches

(1) At first it was done by setting up a corporation.

(a) This wasn’t efficient.

(i) Had to have some equity.

1. But then would have double tax  (me: but can get around this with mortgage REIT.)

(2) Then used FIT

(a) At the time FIT didn’t bar multiple classes of interest explicitly (just said oculdnt vary [me: I guess difference is b/w start and ongoing.])

(b) Then Exxon thing with prime and score shares (like buying stock and selling call on it.) Not sure how related to trusts.

(i) I think trust issuing two classes of shares.

(c) Then in 1984 IRS issued proposed regulations saying couldn’t have more than one class of beneficial interest in trust and still have trust. 

(i) This was punishing b/c no check the box regs back then (me: so I think became corp.) so no one did this.

(d) so any way, can’t do tranche securitization with a FIT.

(e) Exceptiosn (see examples in regs.)

(i) There is a carve out for stripped coupons (like carve out treasury coupons and sell each.) There are more on stripped bonds in 1286.

(ii) Bank saying that defaults first go against them was also allowed (even though this is like multiple tranche.) Seniro subordinated arrangement. Example 2.

(iii) Bank retaining servicing fees is nto the same as bank retaining a separate interest. So this is allowed.

(iv) There may be other exceptions (the examples above not conclusive.) but prof says they never added any other exceptions.

1. Prof. also gives example where they tried to do coupon stripping re a non-treasury bond (actually he was doing something unusual where he was allocating the settlement to coupons, where as it normally went to the principal holder.) not sure if you can do plain coupon stripping re non treasury bonds.

a. Aside – prof. says that in bankruptcy proceeding you only get principal.

f) Cases

i) Elm Street Realty Trust 1981 T.C.

ii) Commissioner v North American Bond 1941 2nd cir.

(1) Facts

(a) I think this might have been before FIT rules. Bank created trust with bonds. Also said that could issue new cash to trust, that trust would use to buy new bonds and issue new interests to bank. The other interest holders could also sell their interests. Eventually interests grew from 360 to 9,312.

(2) rules

(a) business purpose? 

(i) obviously

(b) association? 

(i) Yes. Since bank, by contributing, could change composition of assets, court said this was association (and business purpose) and so not trust. Also other holders could sell their interest to other parties.
(3) Comments

(a) Me: not sure why the ability to change assets mix would lead to the entity failing the association test. Any way, it obviously violates no management principle of FITs, and the other thing
iii) Commissioner v Chase National Bank 1941 2nd cir

(1) Facts

(a) Bank created trust and issued shares to public. Bank could issue new shares, but only by contributing the trust the exact composition of stocks already in trust.

(2) Rules/analysis/holding

(a) Business purpose - obviously

(b) Association? Here court said no b/c no ability to change composition of investment.

(3) Comments
(a) Note that in this case the depositor could tell the trustee (at some events such as suspension of trading) that continued ownership was inadvisable (me: seemingly ordering trustee to sell that share.) But court apparently said getting rid of some bad investments didn’t disqualify trust.
iv) Pennsylvania Company for Insurances v. United States 1944 3rd Cir.
(1) Facts

(a) Basically IRS trying to relitigate the prior Chase case. They lost again. One difference here was that trustee had greater discretion to sell the trust’s stock (on 3 events: no payment of usual dividend, learning that stock would go down a lot soon, merger/consolidation of issuer of the stock) 

(2) Rules/analysis/holding

(a) Was above enough to say it’s not a trust? Court said no.

v) Royalty Participation Trust v Comm. 1953 T.C.

(1) Facts
(a) Depositor (me: grantor basically I think) had power to replace and purchase trust property. I.e. power to completely change trust property. However depositor never did so.
(2) Rules/analysis/holding

(a) Fact that depositor never exercised power irrelevant. Giving him that power was enough to take away ability to be a trust.

(3) Comments

(a) Not sure what would happen if only trustee had power to dispose of property. Any way, doesn’t seem like it matters b/c under investment trust rules you can’t do this.

vi) RR 57-112 – trust holding mineral interest can rent that interest to others for development, and receive royalties. Still a trust.
vii) RR 81-238 – here distributions from trust would go into new trust, and IRS said this wouldn’t disqualify old trust (me: obviously holders can do whatever they want with distribution.)

viii) RR 86-92 – sponsor had 90 days to deliver corpus of trust, and could deliver other corpus if failure to deliver previously agreed to corpus beyond his control. Could also substitute sponsor under some circumstances (me: I assume if prior sponsor couldn’t perform.)

ix) RR 89-124 - 

7) REMICs

a) Intro

i) REMICs grew out of desire to have classes of stock, which were not allowed in fixed investment trusts.

ii) In IRS rulings they said these would be taxed as grantor trusts.

iii) Came in 1987. At end of Sub M (after REITs and REMICs). Starts in 860A.
iv) Summary of taxation

(1) Basically eliminate income tax for entity, with some exceptions for prohibited transactions.

(2) Interest in entity treated as debt per se, regardless of entity’s equity. Holders can accrue OID. 

v) Phantom income problem

(1) E.g. mortgages paying 5% put in. Issue several classes of interest. Pay off each group in sequential time (all interest to class 1, then to class 2 and so on.) But since you’re paying the first group principal too, then the others don’t get any money, even though they do get taxable income. So this is phantom income. Don’t quite get this.
vi) Not a single web source but they are in GNMA and FMAC websites, which have prospectuses for some REMICs.
b) How do you qualify? 860D

i) Have to be an entity – can be partnership, trust or corporation.

(1) Other notes
(a) legislative history says segregated pool of assets within an entity can qualify.

ii) Have to elect. 860Db1
iii) Assets test 860Ga
(1) As of close of 3rd month after start up day, all assets have to be

(a) Qualified mortgages

(i) Obligation principally secured by real property

1. Prof. said 80% test.

2. Real property definition borrows from REIT rules.

3. Secured by interest in COOP or reverse mortgage OK. 
(ii) Interest in another REMIC  qualifies, if transferred on startup day of REMIC.
(iii) Other notes

(iv) If you modify the mortgage it becomes new mortgages, so it’s a bad mortgage

1. Exception – qualified replacement mortgage

a. This is OK if received for a defective mortgage, within 2 years of the start up day.

(b) Permitted investments 
(i) Cash flow investments – temporary investment of money received from mortgage, prior to distribution to interest holders. 860Ga5

(ii) Qualified reserve assets – assets held for payment of expenses, or regular interest (in case underlying mortgage defaults.) 860Ga7 
1. Can’t be more than deminimis % of other assets

a. The amount of the reserve must be promptly and appropriately reduced as payments of qualified mortgages are received.The aggregate fair market value of the assets held in the reserve must not exceed 50% of the aggregate fair market value of the REMIC on the startup day, and the amount of the reserve must be promptly and appropriately reduced to the extent that the amount held in the reserve is no longer reasonably required for the prescribed purposes. A reserve is not treated as a qualified reserve for any taxable year (and all subsequent taxable years) if more than 30 percent of the gross income from the assets in the fund for the taxable year is derived from the sale or other disposition of property held for less than three months. For this purpose, gain on the disposition of a qualified reserve asset is not taken into account if the disposition is required to prevent default on a regular interest where the threatened default results from a default on qualified mortgages. IRC § 860G(a)(7)(C

(iii) Foreclosure property – property that both
1. Would be foreclosure property if acquired by REIT.

2. Is acquired by REMIC due to default or imminent default. 860Ga5, but made without regard to 856e4 re termination of the grace period for foreclosure property.

iv) Can only have regular interests and one residual interest.

(1) Residual (only one)
(a) This is interest that is not regular interest. 860Ga2.

(b) E.g. 
(i) bank retaining mortgage servicing rights and getting compensated. Is this an interest? Regs said it’s not. (me: so this isn’t residual.)

(ii) I think if you strip some of the coupons off then also not interst?

(2) Regular interests
(a) Need

(i) Unconditional obligation to receive specified amount of principal.

1. Timing can be contingent on rate of prepayment on underlying mortgages.860Ga1.

(ii) Interest payments can be paid based on either

1. fixed rate

2. % of interest received on mortgages 

3. other qualifying floating rate

a. 1.860G-1a3 and 1.1275-5b1 have more on how to do this.
(iii) Exception
1. Don’t qualify if interest payments are disproportionately high relative to principal.

a. This is so if - Issue price of interest in REMIC > 125% of its specified principal amount. 1.860G-1b5i.
b. Exception – if interest payment is % of interest on qualified mortgages. 1.860G-1b5ii.

(b) Other notes
(i) Can be issued as debt, stock, partnership interest, interest in trust or any other form allowed by state law. 1.860G-1b3i

1. But it’s always categorized as debt.

2. Note though that you need to be able to identify the principal amount on the item. 1.860G-1b4.
v) Calendar year taxable year.

vi) Record keeping
(1) Monitoring requirement re residual interest

(a) Have to make reasonable arrangements to insure residual interest not held by disqualified org (see tax on transfer to disqualified org section above.) 
(2) Filing with IRS

(a) Files 8811 when formed, and 1066 annually. 1.6049-7b1, 1.860F-4b.
(3) Have to furnish holders

(a) Regular intrest holder

(i) With 1099 annually. 6049d7, 1.6049-7b2. As well as some other information.

(b) Residual interest holder

(i) Income/loss for year.

(ii) Amount of excess inclusion.

(iii) If holder is pass through holder, then amount of allocable investment expenses.

1. Definition of pass through interest holder in Temp Reg. 1.67-3Ta2iA. (basically what you’d expect: individual, trust/estate, S Corp and so on.)

(iv) % of loans that are of a certain type. 1.860F-4e1. 

c) How taxed?

i) On transfer of property

(1) Basis – FMV. 860Fb2.

(2) Gain/loss recognized?

ii) Prohibited transactions 860F

(1) 100% on net income from prohibited transactions.

(2) Other notes
(a) Net income = gross income minus allowable deductions that are directly connected with transaction.

(i) But no item attributable to prohibited transaction for which loss taken into account. (me: so what about deductions re this? where do they go?) 860Fa3,4.

(b) What is prohibited transaction?

(i) Disposition of qualified mortgage

1. Except if re:

a. Substitution of qualified replacement mortgage for qualified mortgage (or repurchase in lieu of substitution in case of defective obligation.)

b. Disposition incident to foreclosure,default or imminent default on mortgage.

c. Bankruptcy or insolvency of the REMIC.

d. Qualified liquidation of REMIC (basically have to do in 90 days.) 860Fa4.

(ii) Receipt of income from asset that isn’t qualified mortgage or permitted investment.

(iii) Receipt by REMIC of compensation for services.

(iv) Gain from disposition of cash flow investment other than pursuant to qualified liquidation.

1. A disposition required to prevent a threatened default on a regular interest resulting from a default on one or more qualified mortgages or to facilitate a clean-up call is not a prohibited transaction. IRC § 860F(a)(5).A borrower seeking to refinance a mortgage with a new lender on terms substantially different from the old loan asked the company acting as the master servicer for a REMIC to assign the old loan to the new lender. Such an assignment, coupled with a modification of the old loan and its consolidation with the new one, is customary in New York State in order to avoid the mortgage recording tax imposed by New York on new loans. The old mortgagee is paid only the amount of the outstanding principal and interest on the old loan. The Service has held that the transaction does not constitute a disposition of the old loan, but rather is a payment of the mortgage by the borrower. PLR 9414014. Congress did not intend the payment by an obligor on a debt instrument to be a disposition for purposes of the prohibited transaction provisions. Conf Rep No 841, 99th Cong, 2d Sess II-229, at II-231, note 11 (1986).

iii) Tax on contributions after start up date. 860Gd
(1) 100% tax on anything contributed to REMIC after start up date.
(2) Except if made in cash, and either

(a) Made to facilitate clean up all or qualified liquidation.

(b) pAyment in nature of guarantee. What is this? if guarantee why is there payment? Must just mean that you’re guaranteeing.
(c) Contribution during 3 mo. Period beginning on start up date.

(d) Contribution to qualified reserve fund by holder of residual interest

(e)  Other as allowed by regs.

(3) Other notes

(a) n/a if start up date was before 1/1/87.

iv) 860Gc– tax on income from foreclosure property.

(1)  Not in MB.
v) Distributions of property 860Fc
(1) Gain recognized as if REMIC had sold it to distributee, for FMV. 

(2) Distributee takes FMV basis.
vi) Withholding on payments to nonresident aliens / foreign corps.

(1) The Treasury is authorized to prescribe regulations that will require a REMIC to withhold on amounts paid to nonresident aliens and foreign corporations. HR Rep No 841, 99th Cong., 2d Sess. II-229, II-230 (1986).

vii) Otherwise not 

(1) 860A – not taxed, and not treated as corp, partnership or trust (except for some reporting.)

(2) Exceptions below

d) How are shareholders taxed? 860Ae

i) On transfer of property to REMIC

(1) Gain?

(a) None recognized. Whether for regular or residual interest. 860Fb1A.

(b) But if issue price > basis, then 860fB1C

(i) Regular interest – recognize as interest under 1273b, pretending the difference is OID.

(ii) Residual interest – recognize ratably over period during which REMIC is anticipated to be in existence. 860Fb1C.

(c) If issue price < basis, then 860Fb1D

(i) Regular interest – treat as amortizable bond premium

(ii) Residual interest – deductible ratably over period during which REMIC anticipated to be in existence.

(2) Basis of interst received?

(a) Same as basis of property transferred. 860Fb1B.

(i) Plus any organizational expenses incurred by sponsor in transaction. PLR 9141002.

ii) While holding the interest
(1) Regular interest

(a) These are treated as debt instruments. 860Ba.

(b) Other notes

(i) I think if not explicitly debt instrument, then fixed unconditional payment is treated as stated principal amount, and periodic payments are stated interest. HR Rep No 841, 99th Cong, 2nd Sess II-231 1986.

(ii) Gain/loss from sale/exchange of this indebtedness not capital gain/loss under 582c1. (no citation for this but I think legislative history.)

1. Double check this. So never capital gain? Later says only ordinary income to extent of unaccrued OID. 

a. Unaccrued OID is amount that would have gone into gross income if yield were 110% of AFR, over amount actually included. 860Bc.

2. So must not be true that always ordinary. Rest must be capital?

(iii) Recipient must use accrual method, regardless of their method of accounting for other purposes. 860Bb. 

1. So if accrued over two tax years split pro rata.

(iv) Note have interest or OID. 860B.

1. 872 says that you have to make some assumptiosn re payment for OID purposes. 

2. 1272a6 allows you to use prepayment assumptions here, and to recalculate them to reflect unexpected payments on the mortgages.

3. See section re whether disposition of interest results in capital gain or ordinary income, above.

(2) Residuary interest

(a) Income

(i) Amount is taxable income of REMIC for quarter allocated to each day, in proportion to the residual holdings of that day. 860Ca2.

1. but residual holder’s min taxable income for year (including AMT) is the excess inclusion. 860Ea1. 

a. Except for financial institutions referred to in 593.

b. Other notes

i. If taxpayer is tax exempt then excess inclusion is unrelated business income under 511. 860Eb.
c. Comment

i. This is very odd b/c even if have losses from all other activities, still have taxable income in the amount of excess inclusion.
d. E.g.

i. Prof. gave example of why you need this. Say residual has say 1 (out of 10) principal. The REMIC gets mortgage interest in and doesn’t pay it to residual, but it does pre-pay off interest of regular holders. The $1 though is still taxed to the residual holder, but nothing distributed. Then eventually this reverses as the regular holders paid off. 
(ii) other notes

1. What is taxable income of REMIC? Under accrual method & calendar year tax year, and same as for individual, except

a. Regular interests in REMIC treated as indebtedness of REMIC.

b. Something about how market discount on market discount bonds included into gross income, on constant rate of accrual rather than ratably.

c. Don’t take income/deduction re prohibited transaction into account.

d. No deduction for

i. Depletion with respect to oil & gas wells.

ii. Personal exemptions

iii. State, local and foreign taxes.

iv. Charitable contributions

v. Net operating losses.

vi. Additional itemized deductions for individuals (other than expenses incurred in production of income) are not allowed.
vii. If you’re a financial institution, can’t deduct expense re tax exempt income per 265. 1.860C-2b5.

e. Net income from foreclosure property reduced by tax imposed by 860Gc. 

2. What is excess inclusion?

a. The excess inclusion is the excess of 
i. the amount of the net income of the REMIC that the holder takes into account for any calendar quarter, 
ii. over the sum of the daily accruals for the residual interest. 
- The daily accrual is determined by allocating to each day in a calendar quarter a ratable portion of the product of the adjusted issue price of the residual interest at the beginning of the accrual period, and 120 percent of the long-term federal rate.
- The adjusted issue price of the residual interest is equal to the initial issue price (an amount equal to the money paid for the interest, or the fair market value of the interest if issued in exchange for property) increased by the amount of daily accruals for prior calendar quarters, and decreased (but not below zero) by the amount of any distributions prior to the end of the calendar quarter.
(b) Basis 860Cd
(i) Increased by taxable income taken into account by holder.

(ii) Decreased by 860Ce2

1. distributions 

a. and recognize sale/exchange gain if no basis left.

2. net losses taken into account by holder. (confirmed by BNA)
a. If no basis left then carry the loss over indefinitely. (confirmed by BNA)
(c) Other notes

(i) 860F(e?) – says residuary interest treated like partners in partnership.
1. But there are limitations here, e.g. no pass through character re income. The character of the g/l is always ordinary. Also don’t raise partner’s basis for debt of the REMIC.

(ii) Inducement fee (fee paid to induce person to become holder of REMIC) taken into account over remaining life of the REMIC. 1.446-6c.
(iii) Can’t use inventory method of accounting under 471 to account for this interest. RR 95-81.

(iv) Wash sale ruels of 1091 can disallow losses realized on disposition of residual interest, where comparable one acquired during 6 mo. period before or after disposition. 860Fd

(v) Excess inclusions and NOLs – don’t reduce excess inclusion by NOLs. 
1. Basically calculate NOLs as if you didn’t have excess inclusion, and carry them back/forward and offset income other than the excess inclusion. RR 2005-68. 860Ea3B
(vi) If the holder of a residual interest is a nonresident alien or foreign corporation, amounts includable in the gross income of the holder are taken into account, for both inclusion and withholding purposes, only when paid (or when the interest is disposed of).
a. (28)IRC § 860G(b). The legislative history indicates that withholding on the disposition of the interest is to be similar to withholding on disposition of debt instruments that have original issue discount. HR Rep No 841, 99th Cong, 2d Sess II-236 (1986).If a foreign person transfers a residual interest to a US person or a foreign holder in whose hands the income from a residual interest would be effectively connected income, and if the transfer has the effect of allowing the transferor to avoid tax on accrued excess inclusions, the transfer is disregarded and the transferor continues to be treated as the owner of the interest for tax liability and withholding purposes. Treas Reg § 1.860G-3(a)(4). 

2. Also treasury can issue regs that will call for amounts to be taken into account earlier than payment, when needed to prevent tax avoidance.

a. (29)A domestic partnership must separately state its allocable share of REMIC taxable income or loss. If a domestic partnership allocates all or some portion of its allocable share of REMIC taxable income to a foreign partner, the amount allocated to the foreign partner must be taken into account by that partner for purposes of IRC §§ 871(a), 881, 1441, and 1442 as if the amount were received on the last day of the partnership's taxable year, except to the extent that some or all of the amount is required to be taken into account by the foreign partner at an earlier time as a result of a distribution by the partnership to the partner, a disposition of the partnership's residual interest in the REMIC, a disposition of the foreign partner's interest in the partnership, or any other reduction in the foreign partner's allocable share of the portion of the REMIC net income or deduction allocated to the partnership. Temp Treas Reg § 1.860G-3T(b)(1). A foreign person that is a shareholder of a REIT or RIC, a participant in a common trust fund, or a patron of a Subchapter T cooperative to whom excess inclusion income is allocated by any of those entities must account for REMIC excess inclusions on a similarly accelerated basis. Temp Treas Reg § 1.860G-3T(b)(2).

3. See this though

a. A residual interest holder's recognition of income or loss occurs when the REMIC incurs it, not when the holder receives it -- unless the holder (1) is a nonresident alien individual or a foreign corporation, in which case income would be recognized when it is paid or distributed (or when the interest is disposed of); [FN180] or (2) has no basis in his residual interest, in which case income would be recognized when funds are received and loss would be recognized when the REMIC earns income in the future. [FN181] 

i. FN180. § 860G(b).

ii. FN181. § 860C(c).

iii. If a partnership allocates a portion of the partnership's REMIC income to a foreign partner, the foreign partner must recognize the income as if it were received on the last day of the partnership's taxable year, except to the extent that some or all of the amount is required to be taken into account at an earlier time under § 860G(b) as a result of a distribution by the partnership to the foreign partner or a disposition of the foreign partner's indirect interest in the REMIC residual interest. [FN181.1]

iv. FN181.1. Regs. § 1.860G-3(b)(1), applicable to REMIC net income  (including excess inclusions) of a foreign person with respect to a REMIC residual interest if the first net income allocation under § 860C(a)(1) occurs on or after Aug. 1, 2006.

v. FN181.2. Regs. § 1.860G-3(b)(2).

(vii) More on excess inclusions

1. All members of an affiliated group filing a consolidated return are treated as one taxpayer for  the purposes of IRC § 860E(a), except that the exception for financial institutions is applied separately with respect to each corporation that is a member of the group and to which IRC § 593 applies.

2. If the residual interest is held by a tax-exempt interest, the income is treated as unrelated business income. IRC § 860E(b).  RR 2006-58

a. Excess inclusion income allocated to a charitable remainder trust is not unrelated business taxable income to the trust.  Rev Rul 2006-58, 2006-46 IRB 876.

3. If the interest is held by a REIT, a portion of the dividends paid by the REIT will be treated as excess inclusions by the REIT shareholders. IRC § 860E(d).  Similar rules apply to interests held by RIC's, common trust funds, or Subchapter T cooperatives. 

4. For residual interest holders that are nonresident alien individuals or foreign corporations, tax treaty provisions are inapplicable to excess inclusions. 

5. In addition, for REIT residual interest holders, a portion of the dividends paid by the REIT are treated as excess inclusions for REIT shareholders.

(d) Comments
(i) Sort of like partner in partnership who nets out to whatever is left, even if it goes negative.

iii) Transfer of interest to disqualified organization – maybe think about this re prof’s example
(1) 860Ee1 imposes tax on transfer to US, state/muni, foreign govt. or international org or tax exempt org not subject to UBT (except farmer’s coop), or coop furenishing electricity or phone svc to rural areas.

(2) Tax amount

(a) PV of total anticipated excess inclusions re transferred interest multiplied by highest corp tax rate. 860Ee2

(3) Other notes
(a) Charitable remainder trust is disqualified org too. Rev Rul 2006-58

(b) Discount rate for PV is AFR of 1274d1, for debt instrument issued on date disqualified org. acquired residual interest, and whose term expected to end on close of last quarter in which excess inclusions expected to accrue. 1.860E-2a4

(c) Person who must pay tax is transferor. 860Ee3

(d) Avoiding the tax

(i) Can avoid tax by getting affidavid that transferee is not disqualified.
(ii) IRS can also waive the tax if within short time after transfer, attempt is made to void the transfer. 

(e) Ntoe that pass through entity (RIC REIT, common trust fund, partnership, trust, estate, Sub T coop) assessed similar tax under 860Ee6 if disqualified org is record holder of interest in that (I put that, notes said the) entity.

e) Other notes

i) Reporting

(1) Files form 1066.

(a) This must state various things, including the prepayment and reinvestment assumptions under 1272a6. 1.860F-4b2

(2) Schedule Q sent to residual holder quarterly.

(3) In first year must also submit offering prospectus as well as info on terms re its interest holders. 1.860D-1d2

ii) Liquidation

(1) The requirements above don’t apply during liquidation. Qualifying liquidation period is period beginning on date of plan adoption and ending 90 days later.

iii) What if disqualify?

(1) Can’t use CTB rules as fallback.

(2) 860D1B lets IRS discretionarily let you requalify.

iv) Sponsor transfers assets to REMIC for certificates (and I imagine sells these.)

v) Ways to set up classes

(1) Sequential pay – basically one class completely paid off before other.

(2) Others say as the money comes in it gets allocated in terms of priority.

(3) Some say one tranche gets only interest and so on.

vi) Reverse mortgages are allowed as an investment.

vii) 860AE – says ? not sure I had to get this.
viii) Prof. says not listed on public stock exchange? Prof. says probably not but not sure. RICs and REITs though can be public.

ix) In CMO world, they would always have to have some equity, but calling these debt per se takes care of that problem.

(1) Are there any other conduits for securitization other than FITs, REMICs and REITs? Especially where you have tranches. 
(a) How are CMOs structured?

x) To what extent can a REMIC adjust its original pool of mortgages?
(1) Like FITs there are limits. Can’t do substantial modification (b/c then under 1001 it would be treated as exchange for new debt instrument.)

(2) But in August IRS issued guidance on a bunch of things re economy downturn.

(a) One of them said that if you modify a mortgage held by REMIC or REIT b/c reasonably believe risk of foreclosure, in  a way that removes risk of foreclosure, then they will not call that a substantial modification.

xi) Interest paid can be fixed, approved variable or by stripping what comes in.
(1) So you can pay variable interest on REMIC? Interesting.
(a) Look into this.

xii) Benefits
(1) No entity level tax.

(2) Certainty re issues like 

(a) Don’t need to have equity level.

(b) Transfer of items to REMIC is nonrecognition (prof. said possibly unclear with FIT.)

xiii) Transferring residual interest

(1) 860Ea1-3 – taxable income of residual holder can’t be greater than 
(a) E.g. 25 other income. 75 residual income. 90 expenses. Then have 15 NOL carry over. So you can only use. Totally not sure if I got this. Prof. later said income could never be less than your excess contribution.
(2) What if you want to give the excess to tax exempt holder? (the residual interest)

(a) 860B – tax exempt subject to UBITA

(i) The excess inclusion treated as UBTI so can’t do that.

(b) Governmental entities

(i) 860E 1-5 – these are disqualified organizations and if you transfer interest to such people there is tax on transferor on anticipated value of the inclusions.

(3) What if you give residual interst to REIT to avoid income?


(a) 860Ed – some limit.
(4) What if give residual interest to a foreign person?

(a) Treaties subject it to 30% withholding tax and if you transfer it to foreign person with intent to avoid tax, then transferor taxed on PV of excess inclusion.

(i) 1.860G-3a. A transfer of a residual interest that has tax avoidance potential is disregarded for all federal tax purposes if the transferee is a foreign person.47 A residual interest has tax avoidance potential for this purpose unless, at the time of the transfer, the transferor reasonably expects that, for each excess inclusion, the REMIC will distribute to the transferee an amount that will equal at least 30 percent of the excess inclusion, and that each such amount will be distributed at or after the time at which the excess inclusion accrues and not late than the close of the calendar year following the calendar year of accrual.48

1. (47)Treas Reg § 1.860G-3(a)(1). The provision does not apply if the transferee's income is effectively connected with a US trade or business. Treas Reg § 1.860G-3(a)(3).

2. (48)Treas Reg § 1.860G-3(a)(2)(i). A safe harbor regarding reasonable expectation is contained in Treas Reg § 1.860G-3(a)(2)(ii).


(5) Transfer of noneconomic residual interst disregarded if purpose is to delay or prevent tax. 1.860E-1c1
(a) When is purpose to avoid or delay tax?

(i) Requires know or should have known that transferor would be unwilling or unable to pay the tax as it came due on REMIC.
(ii) There is a safe harbor when transferor presumed not to have improper knowledge. Four items. 1.860E-1c4.

1. There is more on this including how to do the assets test (one of the safe harbors.) All around 1.860E-1c

(b) When is it a noneconomic residual interest?

(i) 1.860E-1c2. A residual interest is a noneconomic residual interest unless, at the time of the transfer (a) the present value of the expected future distributions on the residual interest at least equals the product of the present value of the anticipated excess inclusions and the highest corporate tax rate for the year in which the transfer occurs; and (b) the transferor reasonably expects that, for each anticipated excess inclusion, the transferee will receive distributions from the REMIC at or after the time at which the taxes accrue on the anticipated excess inclusion in an amount sufficient to satisfy the accrued taxes.
(c) Other ntoes

(i) Note that if it’s transfer to foreign person, just need potential for tax avoidance. So different rule. See above.

xiv) Financial institutions can’t use inventory method to account for REMIC residuals.

(1) Missed reason why this was. Prof said something.

xv) ENRON’s use of REMICs
(1) Banker’s trust had high basis REMIC residuals with very low value. ($250M basis and $7M value, the basis being based on excess inclusions.)

(a) So they put these residuals into corp in 351 transaction. Enron would also put low basis leased assets. So the corp would dispose of the high basis and low basis assets at the same time, thus eliminating liability.

(i) So 04 act amended 361 to require write down of basis in such a case. Loss carry over transactions.

f) Comments
i) The tax rules are designed to force REMICs to only derive income to get income from mortgages.

ii) How do REMICs compare to FITs?
(1) As noted REMICs allow multiple classes.

(2) Prof. says in terms of assets they can hold, they’re very similar
(a) But REMIC can do something that might disqualify FIT, and only pay tax on the bad income (FIT would be disqualified.)

(3) Arguably greater predictability under REMICs b/c have all these statutory rules, which have more detail than the FIT rules.
iii) Could you use partnerships to do this?
(1) Nope, b/c have taxable mortgage rule that say if you use anything other than REMIC or REIT to securitize corporations then treated as corporation.

8) Publicly traded partnerships

a) Intro
i) History

(1) Go back to Morrissey a bit

(2) Kintner case – 

(a) Doctors had association. They wanted to be a corporation. Court said it was corporation b/c satisfied corporate elements (continuity until last of 8 die that was enough [me: maybe idea being new doctors could com in?]\, centralized control – 5 of 8 doctors managed, limited liability b/c had own malpractice insurance.)

(3) Then in 1960 IRS adopted Kitner regs.

(a) Aside - In 1965 IRS amended regs to say professional association would be corporation if had sufficient corporate characteristics. But courts invalidated these regs.
(b) The 1960 regs (which continued until check the box) took Morrissey and basically put it into regs. The four elements. So people would void two of the characteristics and avoid corporate treatment. 
(i) Note that the partnerships they would form were generally general partnerships not limited. Limited was a new thing, didn’t really pick up until 1976. Then in 80s/90s started to have LLCs (these different from partnerships b/c now no one liable.)

(4) Then someone started publicly trading partnerships

(a) These were called master limited partnerships.

(b) This made partnership interests very easily trasnferrable.
(c) GP would have 1% interest in partnership and would be liable for partnership’s interest.

(d) But then IRS sometimes said no continuity of life here (me: and no limited liab too?) Had some rulings and such. So not corp.
(5) Then congress decided that public partnerships should be taxed as corporations.
ii) 7704 – would treat public partnership as corp.
(1) 7704b defines publicly traded partnership

(a) Basically any publicly traded entity taxed as partnership (including public LLC and business trusts.) 1.7701-1 & RP 95-10.

(2) 7704a If there is PTP then it’s treated as corporation

(a) Exception –

(i) If grandfathered from 1987 & didn’t go into new line of business.

(ii) If pass 7704c good income test.

b) 7704c - requirements
i) Gross income requirement

(1) 90% of gross income is qualified income.  7704d 
(a) Interest

(i) Except if 

1. earned conducting financial or insurance business.

2. Wouldn’t be treated as interest under REIT rules of 856f1. (I think profits based interest.)
(b) Dividends

(c) Real property rents

(i) Income that would qualify under REIT rules. (rents, charges for customary services, rent for personal property up to 15% of total rent.)

1. There are some minor differences. 7704d3 & MB.

(d) Gain from sale/disposition of real property

(i) Including inventory property under 1221(1) but can’t reduce this gross income by inventory costs.

(e) Income from exploration, development, mining, production, refining, and transportation or marketing of new rules for natural resources.

(i) This is basically items for which the depletion deduction is permitted under 611. More on the types in legislative history (see MB.)

(f) Gain from disposition of capital asset
(i) Or 1231b TorB asset held for production of passive type income. 7704d1F (is this passive income thing re the capital asset part too? Look up later.)

(g) Incoming gains from commodities, futures, options and forward contracts if the partnerships principal activity is buying and selling these things. 7704d1F, c3; 851a.

(i) Except if dealer (as opposed to trader/investor.)

(ii) Comment

1. Prof says a lot of this wouldn't be good income to a RIC

(h) Income that would qualify as taxable income of a regulated investment company or weeks. 852b. 856c2.

(i) Other ntoes

1. Also don’t have to use independent contractor to provide services here. Huh? This seems odd.
2. So why wouldn’t you use PTP? Maybe liability issues?

(i) Income and gains from exploration, mining and transporation of minerals and such.

(i) Has to be depletable mineral property to qualify.
(j) Other stuff from reg 1.7704-3a
(i) including notional principal contracts as defined in 1.446-3 but only if the underlying property would be good income if held directly by partnership.

1. E.g. if do it on price of shoes wouldn’t be good b/c income from shoes not good income.

(2) Not

(a) Income derived in ordinary course of trade or business, including income derived as a dealer. 1.7704-3a2

(i) Class

(b) Service income is bad income.

(c) Manufacturing stuff.

(d) Selling personal property income.

(3) Other notes

(a) Other substantially similar income can be good, but only if IRS allows (prof. says so seemingly need IRS ruling.)

(i) Missed something. Something about 498 or something?

(b) How do you calculate gross income? 1.7704-3b

(i) Generally, partnership losses, including capital losses, are not included in computing part-nership gross income and qualifying income. 

(ii) Gain from a position that is marked to market (e.g., under IRC Sections 475(f), 1256, 1259, or 1296) does not fail to be qualifying income solely because no sale or disposition of the position has occurred.

(iii) Gain from a capital asset does not fail to be qualifying income solely because it is characterized as ordinary income under IRC Sections 475(f), 988, 1258, or 1296.

(iv) Gain from any straddle91 is computed as follows--

1. Straddles other than mixed straddles. Gain equals the excess of gain recognized during the tax year from property that was at any time a position in the straddle over any loss recognized during the tax year from property that was at any time a position in the straddle (including a loss realized in an earlier tax year).

2. Mixed straddle accounts. For each mixed straddle account92 the amount of gain equals the annual account gain for that mixed straddle account, computed under the rules of Temporary Regulations Section 1.1092(b)-4T(c)(2).

3. Interests similar to straddles. Related interests in property93 that substantially diminish the partnership's risk of loss similar to a straddle are combined so that gain from them equals any excess of gain over loss recognized during the tax year from such interests.

4. Gain recognized in a "wash sale" from positions in either a straddle or an arrangement similar to a straddle is not taken into account to the extent of any unrecognized loss in offsetting positions at the close of the tax year. For this purpose, a wash sale is a transaction in which a partnership disposes of one or more positions of a straddle, and acquires substantially similar positions within 30 days before or after the disposition.94
5. (91)Defined in IRC § 1092(c). For this purpose, two or more straddles that are part of a larger straddle are treated as a single straddle.

6. (92)As defined in Temp Treas. Reg. § 1.1092(b)-4T(b).

7. (93)As defined in IRC § 1092(c), whether or not personal property as defined in IRC § 1092(d)(1).

8. (94)Treas. Reg. § 1.7704-3(b)(6).

ii) Can’t be PTP if
(1) Would be qualified under 851a if domestic corporation. So not available to 40 act companies. 7704c3
(a) `exception – if principal activity of PTP is trading in commodities or futures/forwards on them, then can use good income test even if 40 act registered.
(i) Comment – 

1. idea was these couldn’t qualify as RICs but could register under 40 act.

iii) Other notes
(1) Gross income test must be satisfied for every year that it’s publicly traded. 7704c1

c) Other notes

i) How do they acquire companies?

ii) How are hedge funds structured?

(1) Option 1 – 

(a) Partnership – 

(i) Gets good income 

(ii) This owns Corporation derives bad income and it’s highly leveraged, and it pays interest and dividends to the partnership which is good income.

(2) Option 2

(a) Management company is partners in a partnership.

(b) People who buy publicly traded interest are shareholders in corporation

(c) The corporation owns the partnership.

(d) Does corp own partnerships here? I think that’s how prof draws it.

(i) MC is GP in partnerhips and corp is LP.

(e) b/w two above

(i) seems like first one SHs get income currently.but no double tax

(ii) second one defer income but get double tax.

(f) How do they do tax free reorgs?

(i) E.g. in second case – turns pretty complicated.

(3) Comments

(a) Prof. says upreit model is another variation.

(i) Partnership owned by individuals and also by REIT and individual can trade shares for REIT any time.

iii) grandfathering
(1) any PTP in existence in 1987 grandfathered for 10 years.
(2) Then 7704g extended the rule if the PTP (which did some things to grandfather back in 1987) elects.  

(a) New tax

(i) But now “electing 1987 partnership” subject to 3.5% tax on gross income from active TorB. 
(b) Other notes

(i) This tax paid at partnership level. Not passed through to partners.

(ii) The tax can’t be offset by credits.

(iii) The partnership can revoke the election, but once revoke it can't be reinstated.

(iv) It loses the status when it adds a substantial new line of business. 7704g2

1. What is new line?

a. Not closely related to a pre-existing partnership business. 1.7704-2d1.
i. Factors based test. See list of factors in 1.7704-2d13

b. But not new if 

i. described in the original securities and exchange commission registration statement filed in 1987, even if the partnership did not engage in activity before that date.1.7704-2d2

2. What is substantial?

a. When the partnership either

i. derives more than 15% of its gross income from the line of business or 

ii. uses 15% of its assets in the line of business. 1.7704-2c
iv) What about when partnership becomes PTP?

(1) It's deemed to transfer all of its assets and liabilities to the newly formed corporation in exchange for stock which is then distributed to its partners in liquidation of the partnership. 7704f. Also 351, 731, 732.
v) What if fail to be PTP?

(1) 7704g then deemed corporation. 351 transaction.

(2) Exception 

(a) 7704b if inadvertent and you fix it quickly and make appropriate adjustment

vi) Is there an assets test?

(1) Nope.

vii) More on publicly traded 
(1) Remember that to be called a PTP, need both 7704b(?)
(a) Interest in partnership

(b) That interest is publicly traded

(2) Other notes

(a) What is interest in partnership? 1.7704-1a2
(i) These are

1. Includes any interest in the partnership's capital will profits, including the right of an assignee to receive partnership distributions.

2. Financial instruments or contract whose value is determined based on a partnerships distribution assets or income.

(ii) These aren’t 
1. non-convertible debt (debt that is not convertible into a partnership capital or profits interest, or something of equivalent value.)
2. interest in partnership or corp (including RIC/REIT) that holds interest in partnership, not considered interest in the lower tiered partnership.
(b) What does it mean to be publicly traded? 1.7704-1a
(i) Traded on established securities market.

1. Definition of established market in 1.7704-1a. 
(ii) Readily tradable on secondary market, or substantially equivalent to secondary market. – either:
1. Facts and circumstances – 

a. partners are able to buy, sell, or exchange their interest in the manner economically comparable to trading on established securities market. 1.7704-1c1
2. But definitely if
a. have opportunity to buy and sell continuously and regularly at readily available prices.
3. Safe harbors – definitely not 1.7704-1
a. Partnership doesn’t recognize the transfer. 1.7704-1d2.
b. All issuances made by private placement, 
i. Requires
- no interests issued in transaction required to be registered under 33 act
- partnership doesn’t have more than 100 SHs in tax year. 1.7704-1h
ii. Other notes
- can’t use this safe harbor if only reason didn’t register under sec. Act is b/c issued outside of US. 1.7704-1h2.
- attribution? Prof. says only if bad purpose. E.g. invest in S Corp that invests in this to get around the PTP rules re the sub partnership. 
iii. Comments
- this is also the exception to being a hedge fund.

c. Private transfers – b/w family members (267c4), or at death.

d. Where transferee’s basis determined by transferors’ basis or under 732 (me: this seems like gifts)

e. Transfers involving distributions fro qualified retirement plan or IRA.

f. Block transfers – transfer of more than 2% in capital/profits by partner in 30 day period.

g. Redemptions and repurchase plans that are 10% or less than total amount, and there is some 60 day waiting period or something..

h. Less than 2% traded over tax year. (ignoring private transfers, redemption & repo safe harbors and matching service transfers) 1.7704-1j.
- e.g. 9,000 limited partnership interests, 800 sold via qualified matching, 50 by personal transfers, 50 sold and this is less than 2% of partnership interest (me: is this less than 2%? Yes 180 would be that) so not trading.

4. Other things that are definitely not

a. Alternative trading system registered as broker dealer on SEC PLR 200518049.

b. Qualified matching service. 

i. Requirements are in 1.7704-1g
- one of them is can’t agree to sell until 15 days after interest listed by partner. Can’t close until 45 days after.
- selling partner’s interest removed 120 days after listing and not re-entered for another 60 days.
- total transfers for year (including those outside of matching service, except if private transfer) do not exceed 10% of capital & profits.
ii. Related PLR - LLP rights in computerized matching service. PLR 9811023

(iii) Other notes
1. How do you calculate capital and profits (for % tests above?) 1.7704-1k1

a. Exclude GP interest if they own more than 10% at any time during tax year.

b. The derivative interests (i.e. instruments valued by reference to partnership performance) are included only if the partnership creates a market for or recognizes the transactions creating the derivative interests.

viii) Electing large partnership


(1) If you choose this limits what flows through.

(2) Lots more computations at partnership level.

(3) Don’t terminate partnership by way of change in ownership rules.

(4) Special procedural rules per section 6240.

ix) TEFRA partnership rules (these seem procedural)
(1) Partnership subject to these rules unless has 10 or fewer partners (but even if this is so can elect out of want.)

(2) Items calculated at partnership level. Partners have to report consistent but something. Totally not sure aobut rules here, seems like something about procedure and notice.

(3) Comments

(a) This is sort of compromise b/w what IRS wanted (to treat solely as partnership) but 

(4) Cases

(a) Bergford case

(i) This is the computer case. Question was whether tax as partnership or individual. Prof. says basically issue is do you audit a bunch of partners independently re the same issue, or just audit the partnership? So IRS wants to treat it as a partnership and audit that. But then prof. notes it would be even easier for IRS to do this if you had filed as partnership in first place.
x) Passive loss rules of 469

(1) Under 469k. Applies to PTP per 1.469-10b1

(2) Shareholder level

(a) Partner’s loss from PTP can only be used against income from that same PTP. 

(i) Can’t be used against any other income.

(b) Carried fowarrd (but not back). MB has congressional intent citation. Fn 97.

(c) When P interest disposed of, can apply unused losses and credits to offset income from other sources, just as if selling passive asset. 469g

(3) Entity level

(a) If have portfolio income (general definition of 469e) can not reduce it by loss from business activities. 469e

(i) So reports these to the partners separately. (me: so not only can you only offset against gains from same venture, but have to do separately by passive/active.)

(4) Other notes
(a) Some stuff about $25k offset of rental real estate income and low income housing credit.

xi) Something about withholding

(1) Normally via distributive share, or actual distributions.

xii) FIRPTA rules

(1) If 5% or smaller SH.

xiii) When is publicly traded partnership interest a security?

(1) It can be under 475. It’s also security for 351e inv. co. rules

xiv) When is an arrangement a partnership?

(1) I think now just check the box? 

(a) Maybe check corp outline.

(2) Cases

(a) Luna case – ins. guy was entitled to future commissions (when elft company) based on policy results. He settled for lump sum. Tried to argue that he was partnership, but it was clearly employment K. 

(i) Factors (called the Luna factors)

1. Agreement

2. Contribution

3. Control over income capital

4. Get the rest here.

(ii) From BA outline

1. (i)
Intent of parties – yes, expressly intended a partnership

2. (ii)
Right to share profits? (UPA 7)

a. (a)
Evidences partnership unless the profits are received as wages.

3. (i)
something companies might do to motivate them; or because it might help match expenses with revenue.

4. (iii)
Sharing of losses.

5. (iv)
Control over operations. 

6. (v)
Conduct towards 3rd parties. 

7. (vi)
Rights upon dissolution

(iii) Comments

1. Note not always better for individual to have P. here he wanted it to get CG on sale of P int, but in another case might have more income (e.g. in Bergford.) So not always clear whether IRS should argue for a partnership.

(3) RP 2002-20 tells you when undivided interest in rental property is partnership interest.

(4) Notice 2008-19 tells you when entity subject to classification (cell companies)
(a) Something about this. Read the RR. 

(b) Question is when do you have a separate thing for classification purposes within a single legal entity.

xv) Surrogate corp & foreign PTPs
(1) Idea is to prevent inversion transactions (moving US head of multinational to another country.)

(2) From 7874, says that you are a “surrogate corp” if you are foreign corp that acquires sub all properties of domestic corp. 

(a) Once you have this designation, your income is subject to US tax (but amount varies depending on owner continuity.)

(3) But some people did the above inversion by using a foreign PTP (and not corp)

(a) So temp regs 1.7874-2T say that PTP that avoids corp status via 7704c, will still be treated as corp for 7874 rules.
d) Comments

i) Note there is no kick out of REITs. (is this saying no excusable error rule like in REITs?)
9) Other securitizations

a) Intro

i) What are you trying to avoid in securitizations?

(1) Trying to avoid two layers of tax.

(2) Special attention to tax exempt investors (avoid UBIT) and foreign investors (not engaged in TorB.)

ii) One other problem was that with FITs with securitized loans sometimes they would ask if you had actually sold the asset.

(1) Something about QSPEs.
(a) Or something about financial statement 140 or something.

b) FASITs

i) Intro

(1) What if you wanted to use REMIC to securitize reverse mortgage? Couldn’t before amendment. So created FASIT rules.

ii) NO LONGER ALLOWED.

(1) Something about financial statement 140 or soemthign and QSPEs not making them necessary.

(2) Using them for other purposes

(a) Prof says weren’t really used for legitimate purposes, but only for games or something.

(b) Also Enron used taxes to avoid taxes.

(i) E.g. Enron owned 60% of Dutch company and the other 40% of it owned by foreign investors. Dutch company loaned 100% of proceeds to Enron. Enron paid this back, taking deduction on the loan. Something about no inclusion of income to Enron because entitlement of preferred stock. But would interest deduction be disallowed b/c of 163j? For that reason Enron set up FASIT for receivables that went to Dutch thing – something about selling tehm receivables and this was way to avoid income.

(c) So any way joint committee recommended repeal of FASIT provisions.

iii) Other notes

(1)  Immediate recognition of gain/loss on property transferred to FASIT.
(a) Remember that when you put property into REMIC no gain recognized, rather you recognize it ratably.

(2) Residual interest in FASIT could not be held by anyone other than C corps
(a) And now just NOLs can’t offset it (but I think others can.)

10) S corps (I think 1950s)

a) Intro

i) created in 1958 to allow small business corps to avoid double tax.

ii) To be one you have to meet eligibility requirements (1361; then you’re called a “small business corp”) and make the 1362a election. 1361a1.

iii) Prof. notes how they’re very popular. (60% of corp returns in country are S-corp returns.) And it’s also one of the fastest growing entity forms (prof. thinks has to do with the way payroll taxes calculated and how you don’t calculate them on dividends to SH; also S corps can do tax free reorgs b/c corporation.)
iv) Intro

v) S Corps are the fastest form of legal entity going around.


(1) In fact, sometimes you’ll set up LLC, select corporate status under CTB, and then choose to be S Corp.

b) From class

i) How can S Corp get E&P while operating as S corp? Maybe by having C corp merge into it?
ii) Tax free reorgs
(1) Not available to partnership or LLC combining with corp, but S corp can dow with a C corp.

(a) Can get around this by incorporation partnership, but IRS might collapse if too close.

(b) Prof. says maybe could do 351 like thing with partnership/LLC.

(2) Boot strap (I think that’s what they’re called?) transactions

(a) Normally in corp reorg recognize gain to extent cash paid. But here you can pay the cash out of the S corp (b/c dsitribs not taxable), reduce basis in S corp (turns into lower basis in shares of new corp) and this way defer gain would have recognized had SH got cash in the reorg.

iii) 338h10

(1) Lets you elect to get step up in basis of inside assets when do a stock acquisition (in addition to the increase in stock basis.)

(2) Prof. says makes sense in S corp or consolidated return C corp where inside/outside basis are generally equal.

(a) Maybe think about this.

(b) Find out how S corp is eligible for this (I thought had to be owned by corp or something, maybe owned by S corp?or maybe just otherwise eligible?)

(3) So prof. says that if buyer wants to buy S corp’s assets, maybe offer them this instead.

(4) E.g.

(a) S corp with inside assets 100b 200v and SHs have 100b 200v. If you buy shares for 100, then SHs pay 100 gain but inside basis still 100. But if you do 338h10 then get same gain, but now on inside assets. Me: but now paying 35% rate vs. 15% rate? Still might be some benefit re the duplicated 15% portion.

iv) More on reorgs

(1) If partnership acquires S corp shares, then would have C corp sub so probably better to buy assets.
(2) If you need entity to be S corp, make sure to do due diligence. Sometimes not clear.

v) Treated like partnership for FTC purposes.

vi) Can now have unlimited source of foreign income

vii) I think liquidating S corp different from liquidating P b/c pay tax on all assets distributed?

(1) Maybe look into this later.

viii) S corp got assets of C corp in carryover basis transaction

(1) Somehow this creates a tax. Maybe look into this.
ix) No AMT at entity level, but can pass through to SHs and cause SH to have AMT.

c) Eligibility 1361

i) Other (maybe move S corp’s subs part later)
(1) per se ineligible

(a) In 1361b1,2. Includes banks, insurance companies. 

(b) Class – can’t be foreign corp. 
(2) S corp’s subsidiaries

(a) 80% or more subs allowed. (this is in reference to pre 1997 rule where couldn’t own 80% b/c then would be in affiliated group. That rule no longer exists.)
(b) C corp subs.

(i) C corp sub and S corp parent can’t file consolidated returns. (but corps in the chain other htan the S corp can.)
(c) S corp subs

(i) Can elect to treat it as QSSS

1. S corp parent has to elect to treat S corp sub as QSSS. 1361b3A. This requires

a. The election obviously. (how to make in 1.361-3,4,5.)

b. Sub can’t be per se ineligible.

c. Parent must hold 100% of the stock.

d. Sub must otherwise be eligible for S status. 1361b3B.

2. If election made, all assets, liabs, income, deductions and credits of sub are treated as belonging to the parent. 1361b3A. (basically sub treated as division of parent.)

(ii) I there any way to own S Corp but not treat it as QSSS?

1. Then just like owning any subsidiary.

2. Comments

a. I think advantages of QSSS treatment are effectively consolidated return, but with sort of a separation for liability purposes.

(d) Allowed to own partnership, including a part of partnership (owned w/ other S corps.)

ii) shareholders

(1) 100 shareholder limit

(a) no more than 100 SHs. 1361b1A.

(b) attribution

(i) Husb/wife and their estates are considered one SH. 1361c1Ai.

(ii) Stock owned by tenants in common or joint tenants -> each owner is separate owner (unless they’re H&W of course.) 1.1361-1e2.

(iii) Stock held by guardian/agent owned by beneficial owner of the stock. 1.1361-1e1.

(iv) Families can elect to be treated as 1 SH. 1361c1Aii. (family means no more than 6 generations of separation. 1361c1B.) 

1. Family includes 

a. adopted and foster children. 1361c1C.

b. former spouses.

2. H&W counted as part of the family. 1361c1Ai.

3. Election can be made by anyone in the family. 1361c1Di and remains in effect until regs terminate it (none have been issued yet.) Note regs can also be issued to modify the way it’s made.

(c) Other notes

(i) Can avoid by making two S corps and having them own a partnership. RR 94-43.

(d) Examples

(i) 99 unrelated own 99 shares. H&W own 1 share in joint tenancy. 100 SHs total.

(ii) Say H dies and his estate distributes stock to someone not in W’s family. Now have 101 SHs and no longer S corp. 1362d2A.

(2) types of shareholders

(a) has to be 1361b1B

(i) individual

1. Has to be citizen, no nonresident alien SHs. 1361b1C.

(ii) 501c3 tax exempt org or 

(iii) qualified pension trust.

(iv) (me: certain) estates of individual

1. including bankruptcy estate. 1361c3.


(v) Sometimes can own through a trust 

1. Qualified subchapter S trust

a. Requirements 1361d3

i. During life of income beneficiary, trust will have only one beneficiary.

ii. Any corpus distributed during life of ben. distributed only to that one ben.

iii. Income int. of ben terms at earlier (ben’s death, termination of trust.)

iv. If trust terminates, all assets distributed to the ben.

v. All of the income is or must be distributed to one individual who is US citizen or resident.

b. Results in

i. Ben. can elect to have trust treated as qualified SH (then owns S stock held by trust.)

ii. If above ben in family, S trust stock part of that family aggregation.

c. Example

i. 2056b7 trust (qualified terminable interest trust) set up to get estate tax marital deduction for surviving spouse.

2. Electing small business trust (ESBT.)

a. Different than qualified S trust in that

i. Can have more than 1 ben.

ii. Trustees can have discretion over distributions of income and corpus.

b. Requirements 1361e1

i. All bens must be individuals, estates or tax exempt orgs that are eligible S corp SHs; or charitable orgs holding contingent remainder interests.

ii. No interest in the trust can have been purchased.

iii. Trustee must elect ESBT status.

c. Results in

i. Each current income ben. is treated as SH for the 100 SH limit. 1361c2Bv, but they can elect family treatment with other family SHs. 

ii. ESBT’s income from S corp taxed at highest marginal tax rate, whether or not distributed. 641d.

3. Grantor trusts – 

a. trusts treated for tax purposes as being owned by US citizen or resident. 1361c2Ai. (deemed owner treated as the shareholder. 1361c2Bi) 

i. Example from book – revocable living trust created to provide for continuity of asset management in case of grantor’s disability and to avoid probate on death. Owner of shares is the deemed owner of trust. I think if trust’s income is taxed to grantor under 671 then it’s grantor trust.

4. Testamentary estate

a. From grantor trust death - If deemed owner dies and trust continues as testamentary trust, it continues to be allowed SH for 2 years after death. 1361c2Aii (now estate of deemed owner is the owner.) 1361c2Bii.

b. From shares left in will - Only permissible SH for 2 years after day of transfer. 1361c2Aiii. Testator’s estate treated as shareholder in this period. 1361c2Biii.

5. Voting trusts – Trust created to exercise voting power of stock. Each beneficial owner treated as separate SH. 1361c2Aiv, Biv.

6. Example

a. 95/100 shares owned by 95 individuals. 5 owned by voting trust. This qualifies as long as the trust doesn’t have more than 5 beneficial owners.

(vi) From class – 

1. estate of bankrupt individual can own trust

2. IRA can be a shareholder, but special rules

(b) Can’t be
(i) Another corporation or partnership. 1.1361-1f.

1. But note MB says some corps and LLCs can be SHs. Ltr Rul 9421022. RR 72-320. GCM 39768.
(ii) Nonresident alien

1. Class – what if NRA lives with citizen in comm. Property state and they have share in S corp? prof. says regs re this. Maybe look up.
iii) stock

(1) only one class of stock.

(a) From 1361b1D

(b) means 

(i) all shares must confer identical rights to distribution and liquidation proceeds.

1. If pays one group more distribs. To make up for heavier tax burden this is violated. 1.1361-1(l)(2)(vi) ex 6.

(ii) But differences in voting rights are allowed, so can issue voting and nonvoting. 1.1361-1l1.

(iii) Distributions that take into account varying interests in stock during year do not violate this req. 1.1361-1l2iv.

(iv) Does not include 83 restricted stock that is not substantially vested unless holder made 83b election. 1.1361-1l14i.

(c) Other notes

(i) Buy-sell agreements

1. Generally disregarded unless. 1.1361-1l2iii.

a. principal purpose is to circumvent the one class of stock requirement

b. agreement establishes purchase price that, at time of agreement, is significantly higher or lower than the FMV of the stock. 

(ii) Obligations treated as equity

1. Debt can be treated as equity under the general debt/equity principles. 1.1361-1l4iiA.

a. They get treated as second class of stock (me: so ends S eligibility?)

2. Unless 1361c5 “straight debt” safe harbor applies.

a. Requirements – 1.361-1l5i - written, unconditional obligation, whether or not embodied in formal note, to pay sum certain on demand or on a specified date, if:

i. IR and payment dates not contingent on profits, borrower’s discretion, payment of dividends on common stock or similar factors.

ii. Not convertible into stock.

iii. Creditor is a person who would be a permissible S Corp shareholder.

iv. Note it’s not disqualified just because its subordinated to other debt of S corporation. 1.1361-1l5ii.

v. Being ex C corp debt (even debt re-characterized as equity) qualifies if C corp converts to S corp. 1.1361-1l5v.

b. Treatment

i. It will not be reclassified as equity.

ii. The only modification is that if it pays unreasonably high interest, a portion of the interest may be recharacterized as something other than interest. 1.1361-1l5iv. But this won’t result in a 2nd class of stock.

d) Election, revocation, termination

i) permitted taxable year

(1) see later. 

ii) election

(1) all SHs must consent to election. 1362a. Including SH who sold stock during year. 1362b2 (from example later.)

(a) can get waiver for this under some circumstances. 1362f.

(2) effective for taxable year made and all taxable years until terminated. 1362c.

(3) must be made 

(a) on or before 15th day of 3rd month of taxable year (2 ½ mo. after start of taxable year, prof. says include 1st day for this.) 1362b1.

(i) So if electing for 2006, must do so before 3/16/06 or in 05.

(b) If elect late then IRS treats as being made for next year. 1362b3.

(i) But IRS can treat it as timely for reasonable cause. 1362b5.

(c) If elect in year, before 15th day of 3rd, but one SH didn’t consent or didn’t qualify for one of the days, IRS treats as being made for next year. 1362b2.

(d) Examples

(i) Makes election 3/10/06 but one of the SHs is a partnership. Treated as election for 2007 (me: and I assume they have to fix SH problem before 2007.)

(ii) On 1/10/06 a SH sells shares to new SH. Both SHs have to approve election made on 3/10/06, otherwise becomes election for 2007.

iii) revocation

(1) need consent of MORE THAN ½ of shares (including nonvoting.) 1362d1B. 1.362-2a1.

(2) Effective date

(a) Corp. can pick any effective date on or after day of revocation.

(b) If none selected, it’s effective 1362d1C,D.

(i) On 1st day of taxable year if election made before 16th day of 3rd mo of year.

(ii) Otherwise effective 1st day of next taxable year.

(3) Class – new SH presumed to consent, but can affirmatively not, thus voiding the S Corp status.

iv) Termination

(1) Day after it no longer qualifies. 1362d2. 1.1362-2b.

(2) Violates passive income limit

(a) If has, for three taxable years

(i) C corp E&P (from pre S existence) at close of 3 taxable years

(ii) 25% of gross receipts for those years is made of passive investment income. (passive investment income defined in 1362d3Di, basically gross receipts from royalties, rents, div., int. annuities etc.; from sale of stock to extent of gains; from sale of other capital assets only to extent that capital gains exceed capital losses. 1362d3C; 1.1362-2c.) (note all gross, not net, see later under 1375 for more.)

(b) Then S corp status terminates on beginning of next taxable year. 1362d3Ai.

(3) Inadvertent terminations.

(a) Normally if S status terminated/revoked can’t reelect for 5 years w/o treasury’s consent. 1362g.

(i) Unless inadvertent term. 1362f, 

1. if

a. Treasury determines it was inadvertent.

i. Fact that termination not reasonably w/in control of corp and took place despite its due diligence tends to establish this. 1.1362-4b.

b. Corporation rectifies w/in reasonable period after discovery of the problem.

c. Corp and all SHs during the relevant period agree to make certain adjustments.

2. Then corp can retain its S status.

(ii) Note can also use 1362f to get relief from ineffective elections to treat sub as QSSS, or to treat family as one SH.

(iii) Examples

1. X corp thought it didn’t have E&P, but IRS audit determined it did. If SHs agree to treat the E&P as distributed (me: consent div.?) and include the div.  in income, then IRS may waive the terminating event.

v) other notes

(1) S term year (the ½ S, ½ C year after revocation/termination.)

(a) Tax results assigned to the two years on pro rata basis unless all the S and C year SHs elect to do the allocation on normal accounting rules. 1362c2,3.

(b) But 

(i) Can’t use pro rata method if sale or exchange of 50% or more of the stock during the year. 1362e6D.

(ii) Once allocation made, C short year taxes computed on annualized basis. 1362e5. 1.1362-3.

e) Taxes

i) S corp’s taxes

(1) Pass through but still has to calculate income

(a) S corp not taxable entity. 1363a. Its income, loss, deductions and credits taxed to SHs. 1366a.

(b) But still has to calc gross and taxable income to see what taxes pass through to SHs. 1366c. 1363b. It must also still file own tax return, the 1120S, and can be audited (6037.)

(2) Specifics

(a) Accounting method

(i) Can pick its accounting method, unless it’s a 448 tax shelter S corp (then it can’t use cash method.)

(ii) Under 267, effectively required to use cash method for deductions on payments to persons who owns stock in the corp (either directly or vi attribution.) 267a2,e.

(b) Taxable year

(i) Intro

1. SHs include into their income, in their taxable year which contains last day of S corp’s taxable year.

2. So obviously would prefer taxable year ending on say 1/31, so could wait 14 ½ months to include into income, but not allowed, see below.

(ii) Has to be permitted year. 

1. Calendar year or 

2. Accounting year for which corp establishes business purpose. 1378b. 1.1378-1. via facts & circumstances test

a. Deferral of taxable income is (me: obviously) not business purpose. 1378b.

b. Re: facts & circumstances test: Factors not ordinarily sufficient to establish business purpose. H.R.Rep. No. 99-841, 99th cong.2d sess. II-319 (1986).

i. Use of that year for regulatory or financial accounting purposes

ii. Hiring patterns of business

iii. Administrative considerations, like compensation or retirement arrangements with staff or SHs.

iv. Business’ use of price lists, model years etc. which change on annual basis.

c. Examples

i. Auto dealer with new model cars coming out in fall can’t necessarily establish business purpose for fall taxable year.

ii. Y wants 5/31 tax year end date b/c only operates business between 9/1 to 5/1. It earned virtually no money b/w 6/1 and 8/31 for 10 years. Even though it failed natural business test, IRS allowed taxable year ending on 5/31. (Book thinks effect on taxes is key factor. Rev. Rul. 87-57.)

3. Same section as above, but this time via Natural business year safe harbor.

a. 25% or more of gross receipts for 12 mo. period are earned in last 2 months of fiscal year, for each of 3 years preceding requested fiscal year. RP 2002-38. 

b. or 444 election. Newly created S corp can elect another fiscal year if it results in no more than a 3 mo. deferral of income to the SHs. 

4. 444 fiscal year election

a. something other than calendar as long as don’t have more than 3 mo. of deferral (so can have taxable year ending no earlier than 9/30.)

b. if do this have to made 7519 required payments to offset the financial benefit of the tax deferral.

i. if these amounts are $500 or less per year then don’t need to make them.

c. example

i. talks about how can elect 9/30, 10/31 or 11/30 taxable year end date. 

(c) Calc - Just like individuals, but 

(i) no 

1. deductions for personal things like personal exemptions, medical expenses, alimony, or expenses for production or collection of income under 212. 1363b2; 703a2A,E.

2. net operating loss deduction. 1363b2; 703a2D.

3. carry over of NOLs from C corp years into S corp years. 1371b1.

4. Deductions granted only to corps like 243 DRD (but can deduct and amortize its organizational expenses under 248.) 1363b3.

(ii) Separately stated items.

1. Any items which might affect tax liability of SH (b/c of pass through) must be reported separately. 1363b1. In problem wrote “treats different SHs differently.”
2. Examples of separately stated items

a. Charitable contribs, foreign taxes, depletion not deductible to corp but pass through to SHs. 1363b2; 703a2B,C,F (me: and deductible to SHs?)

b. Tax exempt interest received. 1.1366-1a2[viii]

c. ST or LT CG/Ls so 1211 limit on capital losses can be applied at SH level (taking into account other CG/Ls of SH.)

d. 1231 transactions, so can take into account for SH after considering SHs other 1231 transactions.

e. Investment interest, so 163 investment interest limit taken into account done for each SH.

f. Bribe of government official (because SH will not be able to deduct this, but, per 1367a, will have to reduce his basis because of this item, and obviously will also have additional taxable income [where doesn’t get money] b/c of this deduction.)

3. Other notes

a. Everything else added together and reported as nonseparately computed income/loss.

i. E.g. business income, salary expense, depreciation, property taxes, supply costs, 1245 gain.

4. Example

a. S corp makes charitable contrib.. It’s not allowed charitable deduction (10% limit for C corps, in 170b2, doesn’t apply; me: I guess this is saying S corp generally has no taxable income other than say re BIGs and can’t use charitable deduction against that.) So it’s a separately stated item which passes through to SHs who combine it with their other charitable contribs in calculating their total charitable contrib. deduction.

(d) Tax elections 

(i) Made by the S corp rather than its shareholders. 1363c1.

(ii) Example

1. Election to deduct and amortize organization expenses under 248 made by S corp, not its SHs.

2. Election to expense the cost of a 179 property made by S corp, and 179b dollar limit applies at both S corp and SH levels.

ii) Shareholder taxes

(1) When taken into income

(a) Taken into account in their tax year which contains the last day of the S corp’s tax year. 1366a.

(2) Character of income

(a) Separately stated items retain their character for the SHs taxes. 1366b.

(b) But 

(i) If SH contrib. property whose sale would bring him ordinary income/loss, but which brings S corp capital income/loss, and principle purpose was to change the character, then character determined at SH level. 1.1366-1b2,3

(c) Example

(i) S corp has 100 business income, -40 salary expense, -10 depreciation, -5 taxes, 25 1245 gain, 20 1231 gain, 15 LTCG from stock sale, -4 LTCL from stock sale and -6 STCL from stock sale.

1. The 1231 and CG/Ls are separately stated items. So S corps has net 20 1231 gain, 11 LTCG and -6 STCL, which will be reported to SHs on prorata basis. S’s non-separate income is 70 (100 + 25 1245 gain, -55 deductions.)

(3) How to do proration (multiple SHs, holdings change during year.)
(a) Me: Note you allocate S corps income to SHs first, then do loss limitations, basis adj. etc. and carryovers for each SH.

(b) Allocated to each on per share, per day basis. 1377a1.

(i) Example

1. A has 30/100 shares BOY, then sells 10 mid-year. So has 30% for ½ year and 20% for 2nd half. So will get 25%.

(c) Special rule for termination of SHs interest.

(i) All SHs can agree to elect to treat the year as if it consisted of 2 tax years, with first tax year ending on day of termination. 1377a2.

(ii) Example

1. X has 100 SHs. 50k nonseparate income; 40k in 1st half of year. Say B sells 40 shares midway through year. 

a. Under per share way B would have 40%x1/2 or 20% of the $50k, or 10k.

b. Or, if all SHs agree, can have two tax years (gets 40% of 40k for 1st, or 16k) and then gets 0 for 2nd half. So 16k total. (may agree to higher taxable income b/c has losses wants to use up.)

(d) Special rule for family group (this can convert SH income to salary.)
(i) Say family (spouse, ancestor, linear descendant) member of S corp SH renders services, or provides capital, but doesn’t get reasonable compensation. Then per 1366e the IRS can reallocate S corp’s income to that individual.

1. Courts look at what would have been paid to get these services or capital from unrelated party. 1.1375-3a and Davis v Commissioner 1975.

(ii) Example

1. S corp has 100 shares. 20 owned by dad, 40 by daughter and 40 by son. Say dad does 20k worth of work for S but doesn’t get paid. IRS can say he got 20k comp and S corp had 20k deduction.

(4) Loss limitations

(a) 1366d basis limit

(i) SHs losses/deductions from S corp limited to 

1. Basis in stock of corp plus

2. Basis in debt owned of corp

(ii) Rest carries over indefinitely 1366d2A.

1. If transferred to spouse in 1041a allowed to carry them over too.

(iii) Prorate multiple losses per 1.1366-2a4.

(iv) Example 

1. SH has 5 basis in stock, also loaned 4 to S corp. S corp has 12k loss. Can use 9 of the losses now (for deduction) and other 3 carries over.

2. 3 basis in stock. S corp has 6 LTLC and 3k operating loss. Can use 3 of these total, 2k of the LTCL and 1k of the OL.

(b) What if SH guarantees S corp debt?

(i) Generally SH =/= get basis for guaranteeing loan of S corp. 

1. except in 11th circuit Selfe v US 1985. 

2. The rest of the courts require SH to perform under his guarantee to get the basis increase. Estate of Leavitt v Comm 1989 4th cir. Harris v US 1990 5th cir. Uri v Comm 1991 10th cir. Grojean v Comm 2001.

(c) What happens to suspended losses after S corp status terms?

(i) Pretend the carryover loss occurred at end of “post term transition period.” 1377b says it’s period extending at least 1 year past taxable year end date. 1366d3A. Corp can then take deduction and reduce C corp stock basis (which might develop b/c makes contribution.) 1366d3B,C.

(d) Related provisions

(i) 465 at risk 

1. applied to S corp by activity 

2. but all activities constituting TorB are combined 465c3B.

a. the TorB is actively managed by SH.

b. 65% of loss allocable to persons who participate in management the TorB. 

(ii) 469 passive activity limits apply.

1. if SH =/= participate in activity, can deduct losses from that activity only against passive activity income. 469a,c1,d1.

2. Any disallowed passive activity loss can be carried forward. 469b.

(5) Basis adjustments

(a) Me: Note you allocate S corps income etc. to SHs first, then do loss limitations, basis adj. etc. and carryovers below for each SH.

(b) SH’s basis (1367a) changes as follows: 

(i) + income, 

(ii) - distributions (but not below 0.) 1366d1A. 1368d.

(iii) - SH’s share of losses/deductions/expenses which aren’t deductible or capital expenditures. (like bribe of govt. official.)

(c) If stock basis used up can use loss to reduce basis in debt. 1367b2A (later increases first restore debt basis before increasing the stock basis. 1367b2B.)

(d) When basis adjustment made: End of taxable year, 

(i) unless aSH disposes of stock beore EOY (or debt repaid before EOY), in which case adjustemtn made immediately. 1.1367-1d1,-2d1.

(e) Example

(i) SH has 5 basis stock, 1 basis debt. Corp has 2k LTCG, 4k operating income, 1k STCL. 

1. SH includes all these into income.

2. SH’s basis in stock changes as follows: 5 + 2 (income) + 4 (income) – 1 (loss) = 10.

(ii) Next year S has 12 operating loss.

1. SH can only decuct 11k of it (10 stock basis, 1 debt basis.) 

2. basis in stock/debt reduced to 0 and 

3. 1k suspended to future years. 

(iii) Next year corp has 5 operating income. 

1. SH takes 5 into income, and 1 deduction from carryover.

2. Increases basis by 5 and down by 1. First debt basis (now has basis 1) and then stock (now has basis 3.)

(6) Sale of S corp stock

(a) 1h1 says aply the complicated CG rules (28% or 15% etc.) See p. 402 for detailed rules.

f) Distributions to shareholders

i) cash

(1) Does it have E&P?

(a) S corp can get E&P by inheriting it from its prior C corp form or via acquisition.

(b) If it has no E&P 

(i) Then you reduce basis by amount, and if basis gone then have capital gain. 1368b1,2. 1367a2A.

(c) If it has E&P

(i) First you set up AAA “accumulated adjustment” account. (This is basically post S election income. 1368e1A.)

1. Note tax exempt income does not increase AAA. 1.1368-2a3(ii).

(ii) Then any distribution is 

1. Treated as reduction in basis then CG to extent of AAA. 1368c. (Allocate AAA to each SH by FMV of shares.)

a. Or, all SHs can jointly elect to reduce the E&P first. 1368e3, 1.1368-1e2.

2. Once AAA is used up you can use up the E&P (and for that it’s treated as a dividend, and so taxed to the SH [in addition to the prior tax paid when S Corp took what’s being distributed into income.])

(2) Example

(a) Elected S corp on 1/1/06 when had 6k E&P. Over next 2 years had 20k of AAA total. Then in 2008 distributed 40k. A has basis 12k and B has basis 8k. A and B are only two SHs. It then distributes 20 k to each.

(i) 20k goes to AAA treatment. 10k to each SH. (reduction in basis, then CG.) (A’s basis goes to 2k, B’s basis to 0.)

(ii) then use 6k of E&P to make dividend. Again allocate to each SH by FMV of stock. (3 each.)

(iii) Then the rest is reduction in basis (A still has 2k basis left) or CG after that. So A has 5 CG and B has 7 CG.

ii) property

(1) SH

(a) same as cash. Amount of property is FMV of property. 

(b) SH will take FMV basis in the property. 301b1,d.

(c) SH’s basis reduced by FMV of distributed property. 1367a2A. 1368.

(2) Corp.

(a) Recognizes gain as if property sold. 311b1, 1368a, 1371a1 (which will be transferred to SHs like any S corp gain.)

(b) But note doesn’t recognize loss per 311.

(c) When a corporation distributes its own debt, it doesn’t recognize any gain or loss. 311a. (so just pretend distributed FMV, this from distrib. section.)

(3) Me: what if the S corp has E&P? I think same as above?

(4) Example

(a) S corp has no E&P, breaks even and distributes land w/ 50v, 20b to SH1 (who has 70b in stock) and 50 cash to SH2. Corp has 30k gain which is split b/w the two equal SHs. So SH1 has 15k gain. So SH1’s basis at end of all this is 70 – 50 + 30/2 = 35.

iii) Other notes on rule

(1) Ordering of basis adjustments. 

(a) First increase by pro-rata share of income, then reduce by distributions, then reduce for losses (applying 1366 loss limitation.) 1368d.

(b) Example

(i) A, SH in S Corp, has 1k basis in stock. Then S Corp. has 0.2 gain, 0.9 loss and 0.7 distrib to A. A’s basis in stock first increased by 0.2, then reduced by 0.7 and then the 1366d1 loss limitation is applied (deduct 0.5 of loss, reduce basis to 0 and carry 0.4 loss over to next year.)

(2) Distribs after terminating S corp status.

(a) Cash distribs during “post term transition period” (defined in 1377b as at least 1 year after last taxable year as S corp) applied against stock basis to extent of AAA. 1371e1. All SHs can elect not to have this rule apply.

g) Taxes of S corp with prior C history

i) 1374 tax on BIGs (built in gains)
(1) policy

(a) What if C corp elects S status before distributing property to avoid 2nd level of corporate tax (imposed by repeal of General Utilities.)

(2) How it works

(a) Doesn’t apply to corps which were always S corps, or those which became S corps before 1986.

(b) For 10 years after C->S corp, 1374 imposes tax (highest 11b rates) on any built in gain. 1374a,b1,d7.

(i) Unless 1374d3

1. Didn’t hold asset when converting to S

2. Gain realized > gain in asset at time of election.

(c) The tax base

(i) Called net recognized BIG and is min

1. Corp’s recognized BIGs/losses.

a. Note

i. Realized big can’t exceed (unrealized gain at time of S election minus net recognized BIGs in last 10 years 1374c2.)

ii. Realized BIGs also include cash basis accounts receivable earned but not collected when corp was C corp.

2. Taxable income 1374d2.

a. If taxable income is less than BIG realized, then the unused part is a recognized BIG (and results in 1374 tax) in the next year 1374d2B.

(ii) Example

1. Corp has following assets at time of S election: 40b, 20v; 25b, 50v; 5b, 15v; total 70b; 85v (so 15 BIG at time of S election.)

2. Sells third asset for 20 later (15 gain.) So will pay 1374 tax on min

a. 10 of this gain (gain existing on property at time of S election, 15-5.)

i. but not greater than total BIG at time of election (15) which has not been used up.

ii. and not greater than taxable income for year (otherwise a part of it would be carried over to pay tax on next year.)

b. so the 1374 tax is 10x0.35 = 3.5.

3. Then sells asset #2 for 50 (25 gain.) So will pay 1374 tax on min

a. 25 of this gain (that which existed at time of S election,50-25)

i. but not greater than BIG at time of election not used up (15-10 used last year=5.)

ii. (assume enough taxable income.)

b. so the 1374 tax is 5x0.35 = 1.75.

(3) Substituted basis property

(a) What if trade one of the BIG properties for another property and get substitute basis? 

(i) Pretend new property was held by the corp at time of the S election (and had value of old property at that time.) 1374d6.

(ii) 1374d8 has similar rule for property gotten by S corp from C corp in tax free reorg.

1. In this case the 10 year period starts on day of acquisition of the asset (not on day of S election; corp which was always S corp could be subject to this.) 1374d8Bi,ii.

(4) Installment sales and 1374

(a) Works with installment salees too, but gain recognized dlayed until the income is received. 1.1374-4g; 453d.

(5) Other notes

(a) Note this tax reduces income which passes through to SHs. 1366f2.

(b) Note this tax doesn’t reduce AAA account, I think, b/c 1.1368-2a3(ii) says the AAA is not reduced for any tax attributable to the corp’s former C corp status.

ii) 1375 tax on excessive passive investment income

(1) If 

(a) Has E&P from C status.

(b) 25% gross receipts is passive investment income (note gross for total and passive, not net.) (is this an either? Is this rule in place anny more?)
(i) What is passive investment income?

1. Classic forms of investment income (div, int, rents etc.), 

2. Definition borrowed from 1362d3 (which says when S status terminated for excess passive investment income.) 1375b3

3. Includes cap. gain from sale of security (I wrote it in problem and prof. didn’t correct.)

a. Note that ex. 1 from 1.1362-2c6 says you don’t net out losses when calculating gross receipts from sale of securities. So ignore losses on sales of stock. 

i. But for sale of capital asset you only take into account to extent of 1222 capital gain net income (not sure what this is.)

4. Doesn’t include rent if provide “significant services.” 1.1362-2c5iiB2.

a. RR 65-91 – 

i. Payments made to parking lot where attendant parks car are not rents.

b. Stover v Comm 1986 8th cir

i. Rents received in mobile home community are passive b/c svcs provided (util, garbage coll etc) are of type generally provided by landlord and hence not significant.

(2) Then pay 35% tax on “excess net passive income.”

(a) Tax is min 1375b1B

(i) This item

1. (gross passive income – directly connected deductions)

a. multiplied by 

2.  (amount by which gross passive income - 25% gross receipts) / (gross passive income)
(ii) Corp’s taxable income

(b) Example

(i) S corp has C corp E&P. Has 150 gross receipts and 50 passive income. 10 deductions associated w/the passive income.

(ii) 50/150>25% so subject to 1375.

(iii) Tax base is (50-10)x(50-25%x150)/50 = 10 (assume corp income >= 10.)

(iv) Tax is 10x35% = 3.5.

(3) Can be waived if S corp establishes that it had reason to think it had no E&P and w/in reasonable time after discovering E&P it distributes it to SHs. 1375d.

h) Coordination of S with C & other tax provisions

i) C

(1) Corp type things which S corp can do

(a) Redeem its own stock.

(b) distribute its net assets to its SHs in liquidating distrib.

(c) participate in potentially tax free or taxable corporate acquisitions as purchasing corp or target

(d) rearrange its structure under 355.

(2) If S corp redeems stock but does not qualify for 302, then taxed under 1368 (so I guess 302 takes precedence over S corp rules.)

ii) other tax provisions

(1) 1363b says S corp calculates taxable income in same manner as individuals (so individual tax code sections apply to S corp.)

(2) for fringe benefit provisions of code, 1372 says S corp like partnership and any 2% SH (including attrib) treated as partner

(a) This effectively denies tax advantage of fringe benefits such as group gterm life ins. and medical reimbursement plans to disqualified SHs.

iii) employment tax issues

(1) S corp sometimes tries to reclassify income as distrib to avoid FICA and Unemp. Tax. IRS and courts have reclassified (Radtke v US 1990 7th cir; Spicer accounting v US 1990 9th cir; cases where S corp paid no salary to its principal EE and SH.)

(2) From class

(a) Prof. had joint committee report on this. Also Wikipedia seems to give example.

(b) I think point is that if you own an S corp and you are employed by it, then don’t pay FICA on the income from this S corp.

(i) But note if you are GP in partnership pay FICA on the income.

(ii) E.g. John Edwards tax shelter

(c) Maybe do example here.

11) Tax exempt investors

a) Intro

i) Tax exempt entity would sometimes lose status b/c they were doing too much regular business.

(1) E.g. Mueller macaroni company owned by NYU law school. Acquired by NYU via leveraged buyout.

ii) Above was not though to be enough, so UBTI rules were enacted.

(1) Two questions

(a) 513 – is it a business?

(b) 514 – even if isn’t called UBTI per above, is it financed by (tax exempt?) debt? If so allocate to UBTI in proportion to debt/basis.

(i) Comments

1. Some People say this is unfair b/c 

(2) Comments

(a) So if charity invests in say partnership, ask

(i) What sort of income getting from partnership?

(ii) Is the partnership debt financed?

iii) Why do you care about tax exempt investors?

(1) Important source of funding. e.g. employee benefit plans.

iv) Various taxes

(1) Charities

(a) UBTI tax

(b) Private enurment test

(c) I think other restrictions

(2) Ruels for benefit plans

(a) I think above (some?)

(b) Also ERISA

(3) Private foundation rules

(a) Excise taxes by 49 and 48.

(b) 1-2% tax on investment income of private foundation.

(i) Except if operation foundation.

(c) Tax on activities that jeopardize charitable purpose.

(d) Tax on certain ownerships above an allowed level (I think prof. said of a business?)

b) UBTI

i) Intro

(1) Previously, if IRS felt charity getting too far into a business, the only thing they could do was 

(2) Had this rule to prevent unfair competition from tax exempt orgs, competing with regular businesses.

(3) Also note that under 502, you can lose tax exempt status if primary purpose is carrying on business. (this was rule used in Mueller.)

ii) What covered? 511a2.
(1) Prof. said charities, and prof. said benefit plans too.

(2) Prof. says in 1969 expended to include churches.

(3) 401a orgs – pension trusts.

(4) 501c – charities.

iii) What is UTB? 513. 

(1) Business

(a) Need all of

(i) Trade or business

1. Is investing a TorB? 

a. Prof. says some support for this.

b. But 

i. prof. mentions note debt finance thing.

ii. Prof. says IRS has tried to draw distinction b/w routine and active investment. So they said buying and selling calls was a TorB.

iii. My notes say this is OK?! Prof. mentions later.

(ii) Regularly carried on

(iii) Substantially related.

1. E.g.

a. So tuition ok.

b. Fees for making student loans ok.

c. Some rules re advertising and museum shops.

(b) exceptions

(i) There are special rules for social clubs, exempt function income (dues, fees), exemption for bingo games and other exceptions.

(ii) Income from exercise of essential government function of state or D.C.  115. 

1. E.g. state pension plan.

2. E.g. government organization gets together to pool insurance risks.

3. But not state institutions. They don’t get this exception (but can get another one.)

(iii) Passive investment income

1. But note thing above?

2. Prof. says these are basically same thing as RIC/REIT passive good income rules. But there are some differences, so be careful.

3. Covers

a. Dividends

b. Interest

c. Payments re securities loans

d. Royalties – including mineral royalties

e. Rents from real property

i. Special rules for rent for mixed personal property / real property. If these are more than 50% of rents under lease then entire amount UBTI under modification.

ii. Special rule for when get rent for services – depends on whether customarily provided.

iii. Exception
- profits based rents.

f. Investment activity from sale /purchase of securities, real property and I think prof said optiosn.
g. Income from notional principal contracts (swaps, derivatives), but only if IRS gives ruling I think

4. Exception

a. Amount from CFCs.

i. E.g. if had sub of charitable foundation. 

ii. E.g. Welch foundation v US - U of Texas had interest in oil/gas properties. Put that into a subsidiary and got royalty from the sub. Were these UBTI? Court said no. But then 511b13 came in.

b. Amount from controlled corp

i. Amount from controlled corporation that reduced the corp’s income and if it would have been UBTI had it been earned directly, then it’s UBTI. I guess royalty would have been UBTI had it been earned directly? Look into this. I think test is whether underlying sub’s income would be UBTI. From class at Loyola says this doesn’t apply to dividends.
c. Debt financed property – see below.

(2) Debt financed property 514
(a) When does it apply?

(i) Acquisition indebtedness (only? Any other kind?)

1. What is this? 514c

a. To acquire property

b. Either

i. Acquired before it that wouldn’t have been incurred but for the acquisition 

ii. Acquired after acquired property if debt was reasonably foreseeable.

2. Exceptiosn


a. Purchase money debt by pension plan or educational organization fi

i. Purchase not dependent on profits of proepty. 514c9.

(ii) Exceptions

1. Substantially related to organization’s purpose. (class Loyola says even if not going to use for that purpose for 10 years.)

(b) Re income from this property,

(i) Calculate debt financed portion (I think debt / basis.)

(c) Comments

(i) Prof. says might not make sense re securities transactions. E.g. agree to get appreciation & dividends on MSFT stock, in exchange for interest + depreciation in value of shares. This is same as borrowing purchase price of shares and went logn shares. But here UBTI debt finance rule wouldn’t apply, but if you use derivative then it’s not UBTI.

1. Can you set up derivative re simple private transactions?

(d) Cases

(i) Clay brown case – owners sold timber business to charitable org for money. CG tax paid. Foundation borrowed money to pay for purchase price. Foundation leased it back to the owners who continued to operate it. So foundation not taxed on income from lease. IRS lost though. Or did IRS win?

(ii) University Hill Foundation case 1969 – from above. Corp organized to raise money for Loyola U. They would buy businesses and lease them back to owners, effectively eliminating corporate tax. Tax court rueld against IRS applying a destination of income test as noted before. Appeals court though reversed saying they weren’t tax exempt in first place. Any way congress enacted rule re debt financed income.
(iii) NYU buys building. Rents 2 floors out for unrelated business. 100k basis. rent is 6k. expenses re the rented part is 2k. any way the calc was 30/50 x 6 minus 2 = 3. Get this example, I think got numbers wrong. Get this from class notes.
(iv) Foundation opens margin account at goldman sachs and buys securities on margin – have acquisition indebtedness.

iv) What is the tax? 511
(1) Generally at corporate rates.

(2) Tax base 512

(a) Can deduct expenses of the business.

v) Cases

(1) Mueller Macaroni 2nd cir. – NYU purchased it in 1940s style LBO. But all of the profits were to go to NYU for education. Should tax exempt status be taken away? Court said no. Used destination of income test (all charitable) so OK.
(2) University Hill Foundation 9th cir. – This was after UBTI rules. Used source of income test (how did you get your income?) Since the source was from business and nonprofit source, then 

(a) More here - Here the business would buy businesses on contingent price (sales price depends on ultimate profits) and lease it back to people who they purchased it from. No section 483 at time, so all sales proceeds would be capital gains and none was imputed interest. They would operate business and deduct rents on the leaseback. These rents wouldn’t be income to charitable org either. These were called Cote transactions (named after promoter.) But basically tax exempt entity lendign its tax exempt status to the operator of the business for a portion fo the profit. Then in 1969 this wsa prevented by the debt financed income = UBTI rule. Note nonprofit would borrow the money to buy the business.

(3) Mueller case 1972 (again) – Now Mueller wanted to get charitable deduction for what they paid to the law school. But here the tax court and 3rd circuit said these were not charitable contributions, but rather nondeductible dividends.

c) Pass through entities and tax exempt investors
i) Any UBTI advantage in investing a RIC vs directly?

(1) Not really.

(2) But there are two differences

(a) RICs have broader other income rule.

(b) Good income for RIC now includes net income from publicly traded partnerships.

(i) I think if do directly have to look through to partnersihp’s character.

ii) Any UBTI advantage in investing in a REIT?

(1) Dividends would be excluded from bad income.

(2) Could REIT do debt financing? Yes but no point – unless maybe parent guarantees it?

(a) So prof. says the REIT can block UBTI that might be realized if the tax exempt investor did this directly.

(b) Re guarantee – probably don’t need it can guarantee it with the property.

(c) Exception

(i) Now to talk about DB plan rule
1. DB plan that holds 10% by value of pension held REIT, then treat dividends from that REIT as UBTI using some ratio. (maybe look up.)

2. These are generally held by 401a trusts.

(3) Income that REIT can earn is broader than tax exempt can earn
(a) E.g. TRS or other differences re rents for services and such.

iii) Any UBTI advantage to FIT?

(1) No advantage really I think prof said.

iv) Any UBTI advantage to partnership?

(1) These are flow through entities. Under 702.

(2) Don’t get around no debt fiancne thing, I think b/c look through. Prof. said this is true. Said it’s in a RR in the materials. I think 74-197 from BNA.

(3) Prof - Can set up an intermediary corporation to block the character when tax exempt invests in hedge fund or private equity.

(a) I think set up in Caymans to avoid corp. tax.

v) Any UBTI advantage to a PTP?

(1) Not really. Same as partnership I think.

vi) REMICs

(1) Regular interest – this is OK. Interest from the debt is excluded b/c passive.

(2) Residual interest – this is not ok b/c of two rules

(a) These are for disqualified organizations

(i) One for regular tax exempts (subject to UBTI)

(ii) Another for those that are not (state tax exempt and such.)

(b) REMIC must have in place a reasonable arrangement to make sure these interests are not held by disqualified organizations.

(c) If there is a transfer to a disqualified organization there is a tax on the transfer

(i) For regular tax exempts – include the residual interest income as UBTI. Double check this.
(ii) Other tax exempt – just couldn’t be held by it.

vii) Securitization vehicle

(1) Prof. gives example

(a) Securitization vehicle is partnership. Tiered interest in it. But these are highly leveraged and the most junior piece might in fact be equity. So maybe you didn’t buy debt of partnership, but rather maybe you purchased ownership interest in partnership, and b/c the higher interests are debt than this is debt financed income.

viii) S corps?

(1) Generally tax exempts were ineligible, but now per 1361c6. 501c3 tax exempt org or qualified pension trust ok.

(a) But look at 512e UBTI provision. Says that if own stock in S corp treated as interest in UBTI and all income goes to UBTI. So that seems odd.

12) Foreign investors

a) Intro

i) Idea is that if you have pass through, no taxation of US entity. But do you let the foreign person get the income tax free? 

(1) Withholding tax?

(2) Me: I think prof said tax them some other way?

(3) Note this isn’t problem for S corps.

b) Prof. mentioned hwo US taxes foreigners

c) Invest in RIC?
i) What if you sell shares?

(1) Have gain – 

(a) foreign sourced so no withholding. Not FDAP. 1.1441-3c2iD
ii) What if you get capital gain dividends?

(1) Like capital gain above, not taxed.

(2) Other notes

(a) Me: I assume have to give notice.

iii) What about undistributed CG?

(1) Again taxed to RIC (@35%.) 

(2) SH treated as receiving LTCG in pre-tax amount. 1.852-4b4 PLR 6201319820

(a) SH can get credit too, but must file US tax return. 1.852-9c2.

(i) I think can get interest too (in general not just foreign SHs.) RR 66-200.

iv) What if you get ordinary cash dividend from RIC?

(1) Intro

(a) It used to be subject to withholding tax.

(2) Then in 2004, 871k/881e added to IRC. 

(a) No withholding tax on 

(i) interest related dividends from RIC.

1. This is interest that would be portfolio interest if received directly.

(b) STCG

(i) Dividends paid out of STCG. No withholding
(ii) Other notes

1. Have to give notice of the capital gains dividends, including the STCG one.

(c) Other ordinary dividend

(i) Foreign holder still pays withholding tax on this.

(d) Exception

(i) RICs that invest in REITs.

(e) Other ntoes

(i) The above two regs were extended in the extender bill of past October.

(f) Comments

(i) Inv. Co lobbyist was arguing that foreign people opening brokerage account at GS were not taxed on STCG, interest (portfolio interest exemption), so why should it be different if invest through RIC?

(ii) Prof. says the above does more than achieve parity, for two reasons

1. RIC expenses nto allocated against ST or LTCG, allocated only against interest related or other dividends.

a. So if had invested through GS, then some part of the advisory fee would be allocable to CG income and wouldn’t get deduction for that against interest/STCG dividends.

b. Example

i. Have 10 of expenses. 10 LTCG. 10 STCG. 20 dividends. 15 interest. If had invested directly in the security the withholding tax would only apply to the 20. And get no deduction for the 10. But if you invest in the RIC, 20/35 of the 10 of expenses reduce your dividend income and so reduce the withholding tax (me: so sort of taxing net not gross.) This is from RR 2005-31. Although in that case they said they alloated some to STCG even though STCG not reduced any way.
2. RIC can have income that would not be tax free if foreign investor earned it directly (me: I think b/c blocks them from investing in TorB.)

a. E.g. RIC can have good income by investing in PTP (e.g. pipeline owning PTP.) So if foreign investor had invested in that pipeline directly would be doing TorB here, but since going through RIC then no TorB.

(3) Do tax treaties change anything?
(a) That reduces the 30% rate to 15% generally, and then to 5% of the dividend received by corp that owns 10% of voting stock, and then goes to 0 if the recipient is corp owning 80% or more of US payor corp.

(i) But for RIC dividends, only the 15% rate is available in addition to the 30% rate.

(ii) Comments

1. Why isn’t the 5% and 0% rate available? Then corp with very small holdings in US corps would put them into a RIC and reduce withholding rate to 5%.

d) Invest in REIT

i) Intro

(1) FIRPTA makes more complicated

(2) I think otherwise like RICs?

ii) 897

(1) Gain from disposition of interest in US real property is income from conduct of business in US, and so subject to regular rate of tax.

(2) Other notes

(a) Interest in US real property is any interest other than solely as creditor

(i) Includes interest in US real property holding corp – corp where 50% or more of its assets are US real property. 897c2.
1. So this includes typical equity REIT.

(ii) Exceptions

1. 897(c3?) If stock of corp is regularly traded on US securities market, thens tock is not real property interest

a. Except if owner owns more than 5% of stock in last five years.

2. 897h4 – qualified investment entities

a. This is a domestically controlled REIT (or RIC that is taxed as REIT).

i. More than 50% of value owned by US people.

b. Comments

i. In REIT’s charter, they say that they won’t recognize sale of the 50%+ US stock to people that aren’t US persons.

ii. Includes RICs that invest in REITs (me: that becomes US real property holding corp b/c invests in REITs.)

iii) dividends

(1) 897h1 – applies look through rule, treating SH as having recognized the gain of the REIT, for FIRPTA purposes.
(a) So the foreign SH still subject to the FIRPTA tax b/c via look through selling real property. (so the above thing is only an exception re sale of stock.)

(b) Exception

(i) If stock regularly traded on US securities market, and SH didn’t own more than 5% in last year, then no look through.

(c) Other notes

(i) So if REIT is about to sell something, maybe the foreign holder should sell the stock and buy it back?

1. Prof. says probably the wash sale rule would prevent this. 871h5.

(ii) This also applies to RICs that invest in REITs and become real property holding corps.
(iii) It doesn’t have to be a capital gains dividend (the statute doesn’t require CD dividends.)

(iv) BNA

1. Section 505(b) of the Tax Increase Prevention and Reconciliation Act of 2005   [FN1137] added a new provision to require withholding on REIT distributions to foreign persons attributable to the sale of USRPIs, at 35%, or, to the extent provided by regulations, at 15%. [FN1138] Before this amendment, regulations under 26 U.S.C. § 1445 imposed FIRTPA withholding on REITs. [FN1139 FN1138. 26 U.S.C. § 1445(e)(6). FN1139. 26 U.S.C. § 1445(e)(1); Regs. §  1.1445-8(c).

(2) Operating dividends

(a) Depends on the nature of the income being distributed and can have 30% withholding. 1441. (got this from BNA)

iv) Interest

(1) Subject to regular withholding tax.

v) How do treaties change things?

(1) Capital gains dividends

(a) Treaties don’t really change the FIRPTA rules.

(i) So re capital gains dividends nothing changes.

(2) Interest dividends

(a)  The 30% withholding tax can be changed by the treaty, to I think prof. said 15%, except for large investors I think prof said.
vi) Other notes
(1) FIRPTA tax collected by withholding. 1445. 10% withholding (maybe on gross receipts of sale? Any way I imagine foreign payer can file taxes and get the net tax.)
(2) From earlier - Foreign income and tax exempt interest

(a) Unlike RIC, tax exempt or foreign income doesn’t pass through. Interest related dividends don’t pass through.

e) RICs investing in REITs

i) Intro

(1) These RICs are now FIRPTA companies. See above.

f) REITs that aren’t US real property holding corporations

i) Comments

(1) Prof. asks whether these should be taxed like RICs (e.g. re interest dividends and so on.)

g) Investing in partnerships
i) Intro

(1) IRC effectively looks through the partnership. 

ii) So is the P engages in business in US?

(1) If not, Then foreign person not treated as being engaged in business in US. E.g. if P just buys securities and such.

(2) If yes, then foreign person is engaging in US TorB regardless of whether they were limited.

(a) Then treaty says also need permanent establishment, but generally if the P does then the foreign person does too.

(3) Other notes

(a) How do you enforce this? 

(i) 1446 – partnership has to withhold on foreign partner’s distributive share of effectively connected income of the partnership.

1. So make sure you say that such taxes are treated as distributions to foreign partners. 

a. Soemthign about hwo this might not have substantial economic effect. Prof. seemed to say it would be ok.

2. E.g. – partnership owned 50% US and 50% foreign. P owns 100 income. (not sure what withholding rate is, but say it’s 35%) then P has to withhold 0.35x50. So when setting up the agreement make sure you call this tax a distribution to the ofreign partner. Otherwise might have liquidity problems.

iii) Other notes
(1) Again though can use RIC to block this.

(2) What if partnership invests in real estate?

(a) Can have FIRPTA too, via the look through, when the foreign partner disposes of interest in the US partnership.

h) Investing in S corps

i) Intro

(1) Didn’t these have to be owned by US parties?

(a) But prof. wonders if maybe some day will?

i) REMICs

i) Regular interest
(1) Taxed as interest

ii) Residual interest

(1) Two things to prevent avoidance of tax on phantom income, by transferring to foreign person

(a) No withholding tax exemption (even under treaties, which confirm this) when paid to foreign holder.

(b) If you sell the residual interest to a foreign person, and it is not anticipated that cash flow will be enough to pay 30% withholding tax as it becomes due, then person making the sale is taxed. 860Gb (but regs say only if the nto enough for 30% thing.)
(i) I think then prof. said only if not enough to pay tax on excess exclusions.

(2) Comments

(a) Prof. says residuals are generally not traded.

j) FITs

i) Since you have a complete look through just look at the underlyiiing assets and what they’re paaaying…

k) Other notes
i) If foreign party investing in securities becomes a trader, then conducting US TorB.

(1) But if use RIC don’t have to worry about this.

ii) Compare buying real property on own vs. via a REIT

(1) If do on own have tax obviously, FIRPTA.

(2) If do on REIT have to pay tax on net ordinary income, but that could be less.

(a) Also have possibility of domestically controlled REIT exception.

(b) Also the 5% publicly traded exception.

iii) Owning debt security isn’t US TorB, but being in lending business is US TorB

(1) Intro


(a) E.g. offshore fund is going to make loan to US company, and they also make offer sheet offering shares, notifying buyer of this loan. There are rules, 5 days rules, and such to make sure the offshore lender not regarded as being in US TorB.

(2) So can come up when

(a) Make new loans

(b) Renegotiate loans sometimes – might be treated as new loan of sorts

iv) Blocker cos

(1) e.g. when income of partnership is UBTI to tax exempt, or it's good income to tax exempt but partnership ahs debt and so it's UBTI to tax exempt. So the tax exempt invests in foreign corporation that invests in the partnership. This blocks the UBTI. Also, there might be ways of lowering the corporation's income, by payign interest to the shareholders.

v) Is there a way to get around FIRPTA?

(1) Maybe hold the US real property through a foreign corporation, and then sell the foreign corporation. Then it wouldn’t be a FIRPTA thing.

(a) But then the buyer has increased basis.

13) Other notes
a) Can a RIC buy shares in a REIT or REMIC?
b) What about a bunch of RICs who team up to own 100% of a company?

c) Asked prof – RIC can hold mortgage, but need to get it through entity level issuer b/c single person is not an issuer of security under 40 act. Also, the diversification tests (can’t hold this % of issuer) are re: the issuer’s equity and not its debt.
d) Why aren’t publicly traded partnerships forced to register under 40 act
i) Student says they claimed they were actively managing the company.

Problems #1 – Classes 2 and 3

Taxation of Business Conduits

Problems - Regulated Investment Companies

Taxation of an investment company and its shareholders

Basic RIC tax problem – including excise tax

1. For a taxable year, an investment company
 has dividend income of $150X, incurs deductible expenses of $25X and declares and pays quarterly cash dividends in the aggregate amount of $120X.  How are the company and its shareholders taxed?
  Suppose that, instead of $150X of dividend income, the investment company had $100X of dividend income and $50X of interest income?

Part one

Inv. Co. Taxable Income

150-25-120 = 5

Tax rate on above = 35%

So 35% of 5 is 1.75

Distributed 90% of Inv. Co. Taxable Income.

4982 excise tax – weren’t you supposed to distribute 97% of ordinary income? That would be 121.25. So 4% tax on remaining 1.25? So that would be 0.05.

So now total tax is 1.8?

Can the taxpayer get the DRD? Seems so, so long as RIC designates.

Can the taxpayer get 15% rate on dividend? Doesn’t seem so b/c none of the RIC’s income was qualified div. income? But if it was and RIC designates as such can get it if less than 95% of gross income designated by the RIC.

Part two


Seems like only thing changed would be 15% rate on qualified dividend income, possibly.


Capital gains and losses

STCG, LTCG and declares it as such.

2. For a taxable year, an investment company has net long-term capital gain of $100X, dividend income of $150X and incurs expenses of $25X.  It declares and pays, during the year, quarterly cash dividends in the aggregate amount of $125X and at the end of the year pays a cash dividend of $100X which it tells its shareholders is a capital gain dividend.  How are the company and its shareholders taxed?  How does the company so advise the shareholders?
  Suppose that the company had $100X of net short term capital gain, instead of the net long-term capital gain?

Part one

So 225 net total income, 100 of which is CG income.

Have to notify capital gains income dividend. But otherwise zero tax at RIC level and all taxed at SH level.

Part two

Re ST CG dividend. STCG gets ordinary income rate. Can’t declare cap gain div.

Same as last but didn’t pay CG dividend, or paid half of it (but did designate)

3. Same as 2., except that the investment company does not pay the dividend of $100X or the amount of that dividend is $50X.  How are the shareholders and the investment company taxed?  Does the rates of tax differ?  What should the company tell its shareholders?

Now the RIC would be taxed at 35% and SHs would get taxed at 15% and get credit for taxes paid by the RIC. They also get basis adjustment up for (Distrib – tax credit received.) Have to give notice designating to SHs.

I think if credited against ordinary income then would effectively be the same as if RIC had paid the tax and SH recontributed (the remaining) amount (and got basis step up.)

CL carry back/ forward

4. Same as 3., except that, in the prior year, the investment company sustained a net capital loss of $75X.  How are the company and its shareholders taxed?  Suppose that the net capital loss is sustained in the year after the year in which the dividend is paid?

Can carry losses forward for 8 years. 1212a1Ci. So reduce the Net CG income.

Can carry losses back for 3 years. 1212a1A. But RICs can’t carry losses back. 1212a3C

CL + other tax income & pays dividends

5. For a taxable year, an investment company has a net capital loss of $100X and investment company taxable income of $200X and declares and pays quarterly cash dividends in the aggregate amount of $200X.  Assume it has no earnings and profits accumulated in prior years.  How are the company and its shareholders taxed?

So it starts next year with no accumulated E&P and paid in capital is reduced by 100.

852c – don’t reduce current E&P by any amounts distributed.


Foreign investments

RIC transferring FTC to SHs

6. An investment company invests principally in shares of foreign corporations in Country X.  For a taxable year, its gross income consists of dividends from such corporations in the gross amount of $100X, and it suffers Country X withholding taxes on such dividends in the amount of $15X.  It has expenses of $10X, and it pays quarterly cash dividends to its shareholders of $75X in the aggregate.  Some of the shareholders are foreign, some are U.S. and for some of the latter this is the only “foreign” investment that they have.  How are the company and its shareholders taxes?  Are there any options available to the company?

If RIC elects not to get credit for foreign taxes paid

Can choose not to get credit for the 15 of foreign taxes paid and pretend they were distributed to SHs who then get credit for them. 

SH treats share of RIC’s foreign sourced income as foreign sourced. 

RIC has to give SH notice w/in 60 days after close of tax year.

Not sure how it affects US and foreign SHs differently.

A RIC may make an election under 26 U.S.C. § 853 to pass through to its shareholders the right to take the credit or deduction for foreign taxes if:
• it satisfies the distribution requirements for the taxable year under 26 U.S.C. § 852(a); [FN896] and
• more than 50% of the value of the RIC's total assets at the close of the taxable year consists of stock or securities in foreign corporations (the "50% FTC Rule"); provided [FN897]
• the RIC properly designates the amount of foreign tax subject to the election in a written notice mailed to shareholders within 60 days after the close of the RIC's taxable year. [FN898]
each shareholder must treat as gross income from a foreign country or possession of the United States: [FN924]
• his proportionate share of the taxes paid by the RIC to such foreign country or possession; and
• the portion of any dividend paid by the RIC which represents income derived from such sources.
Example : RIC X has $10 million of total assets which are invested as follows at the close of the taxable year:
Stock in domestic corporations     $ 4,000,000
Stock in foreign corporations in:
Country A                          $ 3,500,000
Country B                          $ 2,500,000
                                   $ 6,000,000
Total assets                       $10,000,000
X's dividend income is received from the following sources:
Domestic corporations                                                 $ 300,000
Foreign corporations:
Country A                                                             $ 250,000
Country B                                                             $ 250,000
                                                                      $ 500,000
Total dividend income                                                 $ 800,000
Operation and management expenses                                     $ 80,000
Net dividend income                                                   $ 720,000
Taxes withheld by Country A on dividends of $250,000 at a rate of     $ 25,000
  10%
Taxes withheld by Country B on dividends of $250,000 at a rate of     $ 50,000
  20%
Total foreign taxes withheld                                          $ 75,000
Income available for distribution                                     $ 645,000
X has 250,000 shares of common stock outstanding and distributes the entire $645,000 as a dividend of $2.58 per share of stock.
If X makes the election under 26 U.S.C. § 853, each shareholder may treat as foreign taxes paid $0.30 per share of stock ($75,000 of foreign taxes paid, divided by the 250,000 shares of stock outstanding), of which $0.20 represents taxes paid to Country B and $0.10 represents taxes paid to Country A.

CFCs

7. Suppose an investment company owns shares of a “controlled foreign corporation” as to which it is a “United States shareholder”
 How should it treat non-cash income inclusions in respect of the shares?

851b3B - For purposes of paragraph (2) (good income test), there shall be treated as dividends amounts included in gross income under section 951(a)(1)(A)(i) or 1293(a) for the taxable year to the extent that, under section 959(a)(1) or 1293(c) (as the case may be), there is a distribution out of the earnings and profits of the taxable year which are attributable to the amounts so included. 

(i) Amount included in gross income under 951a1A (subpart F) and 1293a (PFIC) rules are treated as dividends, so long as there is actual distribution of E&P during the year. 851b.

I have to move on, but I think what happens here is that the RIC pays taxes on the CFC income as it is deemed to get it. It is good income b/c derived from RIC’s business of investing in stock (PLR 200647017.) Then when the RIC gets an actual dividend from the CFC, it can count it as good income to that extent for that reason.

When actual distribution made, not counted as income to CFC’s SHs to extent previously included in income under 951a. 959. 

Still not sure what happens if the CFC doesn’t make a distribution. Is that still income to the RIC? I think so. Who pays taxes on it?

How do you distribute this income that you don’t have? Consent dividends?

PFICs

8. An investment company invests in shares of a foreign corporation that is a passive foreign investment company (or a “PFIC”)
 and does/does not make a so-called “qualified electing fund” (or “QEF”) election
 or to the corporation?  What are the consequences?  Are there other choices?

852b10 - To the extent provided in regulations, the taxable income of a regulated investment company (other than a company to which an election under section 4982(e)(4) applies) shall be computed without regard to any net reduction in the value of any stock of a passive foreign investment company with respect to which an election under section 1296(k) is in effect occurring after October 31 of the taxable year, and any such reduction shall be treated as occurring on the first day of the following taxable year.

i) Passive foreign investment company rules

(1) What are they?

(a) 1251?

(b) 75%? of income is passive income or 50% of assets used ot produce passive income.

(i) Some exceptions for banks, insurance companies and also some look through ruels.

(2) Rule

(a) If you get a large dividend from these it’s treated as ordinary income, and treated as being earned over holding period, and you also get interest charge during this period.

(3) Other note

(a) Can get out of this area by making QEF election to account for earnings and profits on current basis, or also if you are subject to mark to market rules per 1296.

(b) 1298 RIC provisions interrelate by saying that if RIC makes mark to market election (available only for marketable stock) then the PFIC rules do not apply.

(i) I think idea is that if the RIC makes this election re an investment they can, and the deemed dividend included in the 90% test.

1. Fix this.

(4) Comments

(a) These were aimed at stopping deferral of income.

e) PFICs

i) A passive foreign investment company (PFIC) is, generally, any foreign corporation if either:

(1) 75% or more of the gross income of the corporation for the year is passive income; or

(2) the average percentage of assets held by the corporation during the taxable year that produce passive income or that are held for the production of passive income is at least 50%. [FN641]

ii) three ways to tax

(1) If a QEF election or mark-to-market election is not made with respect to shares of a PFIC, a U.S. stockholder of the PFIC is not subject to tax until the stockholder either receives a distribution or disposes of the PFIC stock. [FN642] However, the PFIC provisions contain a complex set of rules intended to impose an interest charge with respect to the deferral of taxes achieved through the use of a foreign corporation. These rules apply to an "excess distribution."
-- In general, an excess distribution is any excess of (i) the amount of distributions received by a stockholder during the taxable year, over (ii) 125% of the average amount received during the preceding three years (or, if shorter, the portion of the taxpayer's holding period before the taxable year). [FN643] Whether or not a distribution is an excess distribution does not depend on the distributing corporation's earnings and profits. If a stockholder disposes of stock in a PFIC, any gain recognized on the disposition is treated as an excess distribution.
-- To the extent that gains or excess distributions from a PFIC are included in a RIC's income, the RIC can eliminate any tax at the RIC level by distributing the amount of the gains or excess distributions to its shareholders. However, if a RIC holds shares in a PFIC during more than one taxable year, the portion of the realized gains or excess distributions that are allocated to prior taxable years are not included in the RIC's gross income in any year. Instead, a tax and interest charge, computed under § 1291, are imposed at the RIC level on the amount of gains or excess distributions allocated to prior years. A RIC cannot avoid this tax and interest by distributing the gains or excess distributions to shareholders.

(2) Alternatively, if a RIC (or other U.S. shareholder) makes a QEF election with respect to a PFIC, the RIC must include in gross income (for the taxable year in which or with which the taxable year of the foreign corporation ends) its pro rata share of the foreign corporation's ordinary income and long-term capital gain. [FN647] An electing shareholder would increase their basis by amounts included in income, and distributions of amounts previously included in income are not subject to tax but reduce basis. [FN648] 1293. 1293d
-- Comment: Although it is possible for a shareholder of an eligible PFIC to make a QEF election, as a practical matter, it is very difficult for a RIC (or for that matter any holder of shares in a PFIC) to make a QEF election, because the PFIC has to agree to compute its earnings and profits under U.S. tax principles and to permit access to its books and records.

(3) An "eligible RIC" may own marketable stock in a PFIC and may make a mark-to-market election with respect to that stock. [FN657] An "eligible RIC" for this purpose is any RIC (i) that offers for sale, or has outstanding, stock that the RIC issued and that is redeemable at net asset value, or (ii) that publishes net asset valuations at least annually. [FN658] 1.1296-1a1

iii) Section 851(b) was amended by the 1986 TRA, effective for tax years of foreign corporations beginning after December 31, 1986, to provide that amounts included in gross income under § 1293(a)(relating to certain passive foreign investment companies that are qualified electing funds) are treated as dividends, for purposes of the qualifying income test, to the extent that there is a distribution under § 1293(c) out of the earnings and profits for the taxable year which are attributable to the amounts so included.

iv) This amendment apparently was patterned after the prior treatment of distributions from CFCs discussed in V, D, 5, above. The amendment appears to be superfluous because under a simultaneous amendment by 1986 TRA to § 851(b)(2), income derived by a RIC with respect to its business of investing in stock or securities is qualifying income. Thus all income derived from stock or securities of passive foreign investment companies should be qualifying income under § 851(b)(2). As discussed in V, D, 5, above, the IRS followed this approach with respect to income derived from an investment in stock in a CFC in a recent private letter ruling [FN156] and the same approach should apply to an investment in stock of a PFIC. [FN157]

v) Comment: As discussed in VIII, B, 13, below, RICs that invest in passive foreign investment companies generally should make an election to 'mark to market' the shares in such PFICs in order to avoid potential tax imposed on the RIC, although in some cases, if it is possible to make an election to treat the PFIC as a qualified electing fund, such an election may be desirable.

vi) Comment:  Section 1296(h) provides that amounts included in gross income as a result of the mark to market election under § 1296 are treated as dividends for purposes of § 851(b)(2). It appears that § 1296(h) is superfluous since, as discussed above, all income from stock or securities of PFICs should be qualifying income.

(1) FN156. PLR 200647017.


Tax-exempt obligations

RIC with tax exempt income

9. An investment company invests exclusively in tax-exempt debt obligations.  In a taxable year, it has interest income of $100X and short-term capital gain of $20X and incurs expenses of $10X.  It pays quarterly dividends of $110X in the aggregate.  What does it tell its shareholders?
 How are the company and its shareholders taxed?

First there’s the issue of whether the 10 of expenses are disallowed deductions

(b) 
amount of tax exempt income minus expenses that are disallowed as deductions by 265 minus bond premium amortization disallowed as deduction by 171a2 

If they are then only 90 of tax exempt div. income passes through. If they’re not then it all passes through.

Not sure how the net STCG affects this.


Dividends received deduction

DRD

10. An investment company invests principally in shares of common and preferred stock of U.S. corporations.  For a taxable year, has gross income of $100X, consisting of dividends; expenses of $25X; and pays quarterly cash dividends in the aggregate amount of $75X.  In order to hedge certain of its positions in stocks, the company from time to time enters into short sales “against the box” (i.e., with respect to shares it owns and continues to hold).
  Most of its shareholders are U.S. corporations, but some are individuals -- how are the shareholders  taxed?
  What does the investment company tell its shareholders?

852b4C – Says that 246c4A applies.

246c4A – shortens holding period for short sales b/c hedged risk. 

Note that to get a DRD have to hold the stock for 45 days during the 91 day period starting 45 days before dividend (received? Declared?) (this is 90 days before/after for some preference dividends.) 246c1 This rule applies to RICs per 854b4.

874b – withholding tax - Tax withheld at source.--The benefit of the deduction for exemptions under section 151 may, in the discretion of the Secretary, and under regulations prescribed by the Secretary, be received by a nonresident alien individual entitled thereto, by filing a claim therefore with the withholding agent. No idea how this relates.
Has to notify the shareholders of the dividend eligible for DRD. If it does then the corp. SHs can get the DRD.

Investing in other RICs


Investments in other RICs

11. An investment company invests in shares of another investment company and receives dividends of $100X, representing (in part) tax-exempt interest, foreign source dividends and short-term capital gain realized by the lower-tier investment company.  How should the upper tier investment company and its shareholders treat those dividends?

STCG – nope. Per notes. No pass through.

Foreign sourced dividends – nope. Per notes. No pass through.

Tax exempt interest – not sure.


Investments in partnerships

RIC investing in partnerships

12. An investment company invests as a partner in a privately-held partnership (or an entity so classified for tax purposes) that in turn invests in stocks and securities.
  How should it treat this investment, and its share of the partnership’s income, for purposes of subchapter M?

If own partnership, then look through to see if satisfies income test. PLRs 200025015, 9507006

Not sure about assets test. I imagine it’s look through too?

RIC investing in PTP

13. Same as 12., except that the partnership is publicly-traded?  Suppose that more than 90% of the partnership’s income is income interest, dividends and other income described in Section 851(b)(2)(A)?

If it’s publicly traded then all of its income satisfies good income for 90% test. 851b2B


Qualification – income and assets requirements

Basic asset test problem

14. At the end of a taxable year, an investment company has assets with values as follows:  

Bank deposits ‑‑ $15X; 

debt obligations issued by the U.S. Treasury and FNMA -- $30X; 

common stock of A Corporation -- $6X; 

debentures of B Corporation -- $10X; 

non-voting preferred stock of C Corporation -- $16X; 

and common stock of D Corporation -- $23X.  

Is this asset mix a problem?

50% test. 15 ok, 30 ok, can’t count any of the others though so fail the 50% test.

Price fluctuation vs. acquisition causing you to fail

15. Same as 14, except that, at the end of the third quarter of the year, the common stock of A Corporation had a value of $5X and the common stock of D corporation had a value of $24X.  There are no dispositions or acquisitions of assets in the last quarter, but the value of the A Corporation stock goes up and the value of the D corporation stock goes down.  Does this affect your analysis of 13?  Suppose there was a disposition-acquisition in the third quarter; how would that affect your analysis?
 

At the baseline it’s all OK. Meet the test b/c the 5 is now OK b/c only 5%.

If price fluctuations cause you to fail then can meet test by curing. (actually I don’t see anything that says you have to cure. Any way.)

If acquisition causes you to fail then can’t cure. What about 851d which seems to say you can cure if do so by 30 days after end of quarter?

Sells debt and deposits it

16. Same as 14, except that, two weeks into the new year the investment company sells $5X of the debentures of Corporation B and deposits the cash proceeds with a bank.  Does this make a difference?

Seems like you would pass the 50% test now. 

Sues investment advisor for excessive fees

17. For a taxable year, an investment company has dividend and interest income of $80X, and recovers a judgment of $20X against its former investment advisor based on its assertion that management fees paid in prior years were excessive.  Is this a problem?

Good income - RR 92-56 said OK if in ordinary course of business and also RR 64-247, RR 74-248 said OK if not bribery. 

Also, seems like you could argue though that this is return of capital and not income, e.g. insurance proceeds to cure mistake by auditors PLR 9211029, 9211015.

Same as last but now for negligent advice

18. Same as 17., except that the claim by the investment company is against its former accounting or law firm for negligence in providing professional advice and it is settled by the firm’s payment to the investment company of an amount equal to the costs incurred in the year that payment was made on account of the ostensibly negligent advice.  Is this a problem?  Does your analysis of this situation differ from your analysis of 17?

See last answer.

Securities loan

19. An investment company delivers securities to a broker, who needs them to cover customers’ short sales, against the broker’s promise to redeliver the same securities and to pay the investment company a fee?
  Any issues?

This is a securities loan – It’s good income, both the fee and the dividend.

Income from futures and swaps

20. For a taxable year, an investment company has interest and dividend income of $80X and net receipts of $15X under an interest rate swap, i.e., an agreement pursuant to which the investment company agrees to pay a counterparty, periodically during the term of the agreement, amounts equal to a fixed rate of interest on a notional principal amount and the counterparty agrees to pay the investment company, periodically during the term of the agreement, amounts equal to a floating rate of interest (e.g., LIBOR or prime) on the same notional principal amount.
  An interest rate swap is not a “security” for purposes of the Investment Company Act of 1940.  Is this a problem?  Alternatively, it sells interest rate futures on an exchange in order to hedge its holdings of debt obligations.

I’m assuming the swap payments are net (yes that’s how they are settled.) Since a swap is just a series of forwards and futures, and these are listed as good income under 851b2A this seems like it would be OK. “ancillary to investing in stocks, securities and currency.”

Same re the interest rate future.

Anything to note about 1256 or 1.446-3? Re: 1256 something about 40/60 split re ST and LT capital gain/loss but not sure relevant here.

b) Section 1256 contract defined.--For purposes of this section, the term “section 1256 contract” means--

(1) any regulated futures contract,

(2) any foreign currency contract,

(3) any nonequity option,

(4) any dealer equity option, and

(5) any dealer securities futures contract

(1) Regulated futures contracts defined.--The term “regulated futures contract” means a contract--

(A) with respect to which the amount required to be deposited and the amount which may be withdrawn depends on a system of marking to market, and

(B) which is traded on or subject to the rules of a qualified board or exchange.

7) Qualified board or exchange.--The term “qualified board or exchange” means--

(A) a national securities exchange which is registered with the Securities and Exchange Commission,

(B) a domestic board of trade designated as a contract market by the Commodity Futures Trading Commission, or

(C) any other exchange, board of trade, or other market which the Secretary determines has rules adequate to carry out the purposes of this section.

Options

21. An investment company sells “puts” on securities, i.e., receives upfront payments in consideration of its agreements to buy securities at a fixed price.
  Any problem?  

Income test - Yes they can buy call options on stock per RR 83-69. Issuer is underlying corporation. So puts should be OK too.

Assets test – issuer would be underlying security, similar to call? Not sure though b/c these are different things.
Does it make any difference whether it owns the underlying securities? 

Don’t see why it would. If it holds the stock then its losses are doubled when the stock price falls.

Suppose the investment company buys “calls” on securities, i.e., pays an upfront amount in consideration of the counterparty’s agreement to sell securities at a fixed price?  Suppose the calls are on a basket of securities (e.g., shares included in the S&P 500 Index)? 

Income test - Same.

Assets test - Note GCM thing that says you don’t have to value call options if you own the security though? (why wouldn’t you have to value if you own the underlying security? I THINK THIS MEAns issuing calls when you own underlying security.

(i) 
In valuing other securities for purposes of IRC § 851(b)(3), an RIC need not value call options on (1) stock it holds, (2) bonds convertible into stock if the value of the bonds is within 10 percent of the conversion value at any point, (3) on stock or a stock index, if the company holds call options on the stock or stock index and the exercise price of the held call option is equal to or less than the exercise price on the written call option, or (4) on a narrow-based stock index, if during the life of the call option, the company holds groups of securities that correlate with the index. However, in the last instance, the company must count that portion of the value of the written index option that is not covered by securities owned by the company. GCM 39565.

Suppose the investment company owns shares of gold-mining companies and sells gold forward?

RR 2006-31 says no if you couldn’t own gold. But can RIC own gold? It would seem so. 

Seems like not related enough now for the GCM thing above. Find out about this.


Transactions in shares of an investment company

If buy share in RIC to get dividend then sell

22. An individual buys shares of an investment company on December 1, just prior to the payment of a dividend that the investment company says is a capital gain dividend and then, after receipt of the dividend, sells the shares at a loss.  How is the loss treated?

Treated as long term capital loss. 852b4A

Buy share in RIC to get T.E. dividend then sell

23. Same as 22., except that the investment company invests solely in tax-exempt obligations and the dividend is a regular dividend that the investment company says is an exempt-interest dividend.  How is the shareholder’s loss treated?

Loss disallowed. 852b4B.

Problems #2

Problems - Real estate investment trusts

Taxation of a REIT and its shareholders
Simple REIT payment problem

1.
For a taxable year, a real estate investment trust* has real estate investment trust taxable income of $100X, all of which it distributes during the year as dividends to its shareholders. How are the trust and the shareholders taxed?



Shareholders include it in year received (small exception if declares end of year and pays at beginning of next year.)

Don’t’ get DRD. IRC §§ 243(c)(2); 857(c)(1).

Some of this might be qualified dividend income. 

The aggregate amount that can be designated as qualified dividend income cannot exceed the sum of 

(i) the qualified dividend income of the REIT for the taxable year, received from a REIT, under IRC Section 857(b)(1) and the application of those regulations, 

(ii) the excess of the sum of the real estate investment trust taxable income computed under IRC Section 857(b)(2) for the preceding taxable year and the income subject to tax by reason of the application of the regulations under IRC Section 337(d) for the preceding taxable year over the taxes payable by the REIT under IRC Section 857(b)(1) and the application of those regulations for the preceding taxable year, and 

(iii) Not-REIT year E&P being distributed: the amount of any earnings and profits that were distributed by the REIT for the taxable year and  accumulated in a taxable year with respect to which the rules did not apply.5 IRC § 857(c)(2)(B).
REIT pays no tax.

Capital gains and losses
CG dividend
2.
Same as 1., except that the real estate investment trust also has a net capital gain for the year of $20X which it either (a) pays out to its shareholders as a dividend (advising the shareholders that it is a “capital gain dividend”) or 

Again REIT pays no tax.

SH

For a dividend to be treated as a capital gain dividend, it must be designated as such by the trust in a written notice mailed to shareholders not later than 30 days after the close of the REIT's taxable year

Include in year received. 

CG but doesn’t distribute it
(b) retains and reinvests. How are the trust and the shareholders taxed, in each of the alternatives?
 What, and by when, should the trust tell its shareholders?

SH

Has LTCG.

When included: If the election is made, each REIT shareholder must include in income as long-term capital gains for the shareholder's taxable year in which the last day of the trust's taxable year falls, the amount that the trust designates as long-term capital gain in respect of the shareholder's shares.

SH gets tax credit: In determining the income tax liability of the shareholder for the taxable year, the shareholder is deemed to have paid the capital gain tax imposed by IRC Section 857(b)(3)(A)(ii) on the amount required to be included in the shareholder's long-term capital gain for the year; the shareholder is allowed a credit or refund for the tax deemed to have been paid.13 The adjusted basis of the shares with respect to which the undistributed long-term capital gain is included in the shareholder's income is increased by the difference between the amount of the includable gain and the capital gains tax deemed paid by the shareholder

Non 5% SHs and FIRPTA thing. If a shareholder does not own more than 5 percent of the stock of a publicly traded REIT, so that distributions by the REIT are not treated as gain from the sale or exchange of a United States real property interest, the amount that would be included in computing long-term capital gains for the shareholder is not included in computing the shareholder's long-term capital gain, but is included in the shareholder's gross income as a dividend from the REIT.

REIT


Taxed at corporate rates.


Designation within 60 days after the close of the REIT's taxable
Same as first but with capital loss
3.
Same as 1., except that the real estate investment trust also has a net capital loss of $50X and, in the next taxable year, a net capital gain of $75X. How are the trust and the shareholders taxed in each of the years?
 What, and by when, should the trust tell its shareholders?

1212a3 says not to carry losses back.

1212a1B can carry forward 5 years just as with any corp? 

Don’t deduct the capital loss from E&P in the first year. So can distribute everything (me: some as consent dividends?)

What’s the difference b/w a 172 NOL and a capital loss carry forward? See blurb in last problem too.

Net operating loss
NOL carryovers
4.
For a taxable year, a real estate trust has a net operating loss of $50X and, in the next year, real estate trust taxable income of $100X. In the second year, it distributes $50X to its shareholders as dividends. How are the trust and the shareholders taxed?
 

REIT can carry NOL over for 20 years per 172b1

I assume can deduct NOLs from taxable income. 

If the net capital gain for the taxable year does not exceed the capital gain dividend for the year, the amount of net capital gain is excluded in determining the net operating loss for the year or the amount of any net operating loss for a prior year that is carried through the taxable year to a succeeding year. 857b3D me: I think this basically means CG doesn’t affect NOL calc.
Foreclosure property
Basic foreclosure property
5.
A real estate investment trust forecloses on a mortgage loan that it has made and acquires possession of a substantially completed apartment building. It completes the construction and offers the apartments for sale. It elects to treat the building as “foreclose property”
 and sells the apartments within three years. In the first year, it has real estate investment income of $120X of which $20X is gain from the sale of apartments. It pays $7.0X of tax on the $20X of gain. Does this income affect its qualification as a REIT?
 

Seems to satisfies the definition of foreclosure property. “(2) construction, other than completion of an improvement more than 10 percent of which was completed before default became imminent, takes place on the property”

Also had to make election, which it seems the REIT  did.
What about the intent to foreclose rule? Maybe ask.

How much must it distribute to shareholders in order to benefit from the REIT rules? 

“95 percent of the excess of the net income from foreclosure property over the tax on such income” (+95% of other income.)
I’m pretty sure shareholders get taxed too. So double tax just like corp.
Didn’t treat as foreclosure property
6.
Same as 5., but the real estate investment trust does not elect to treat the apartment building as foreclosure property?
 Is this wise? 

Now prohibited income and taxed at 100%.

Or would safe harbor exception apply? (even if not maybe facts & circumstances.) Even if it does apply and no 100% tax, is it also allowed to be excluded from the income test? Or does it have a 100% tax on the lesser amount by which it failed (See section after pasted below.) (basically prohibited transaction or bad income.) I think it would just be good income sale of a property?
Safe harbor exception:

The 100 percent penalty tax is inapplicable to the sale of property held primarily for sale if all of

(1) the property has been held by the REIT for at least four years, 

(2) the total expenditures made by the REIT during the four-year period preceding the sale do not exceed 30 percent of the net selling price, 

(3) the REIT does not sell more than seven properties (other than sales of foreclosure property or sales to which IRC Section 1033 (relating to involuntary conversions) applies) during the taxable year, or the aggregate adjusted bases (as determined for the purposes of computing earnings and profits) of property (other than sales of foreclosure property or sales to which IRC Section 1033 applies) sold during the taxable year does not exceed 10 percent of the aggregate bases of all assets of the REIT at the beginning of the taxable year, 

(5) if the seven-sale requirement is not satisfied, substantially all of the marketing and development expenditures with respect to the property were made through an independent contractor from whom the REIT does not itself derive or receive any income.49 

(4) if not acquired by foreclosure, the property has been held for rental for at least four years, and 

Each of the four conditions is affected by special rules. For purposes of the four-year holding period requirement, the length of time that the REIT has held property acquired through foreclosure (or deed in lieu of foreclosure), or  termination of a lease, includes the period that the REIT held the loan that was foreclosed or was the lessor of the property.51

The 30 percent expenditure condition is tested by including not only expenditures made directly by the REIT during the four-year period, but also, in the case of property acquired by foreclosure or lease termination, any payment made by or for the mortgagor or lessee after default became imminent.52 On the other hand, expenditures are not taken into account if they relate to foreclosure property and did not cause the property to lose its status as foreclosure property,53 or if they are made to comply with governmental standards or regulations or to restore damage caused by fire, storm, or other casualty.54

For purposes of the seven-sale per year limit, the sale of more than one property to one buyer in one transaction is treated as one sale.55 In addition, sales with a net selling price (total selling price less related selling expenses) of less than $10,000 are excluded from the count.56 If the REIT exceeds the limit, none of the sales is protected by the safe harbor rule.57

For purposes of the rental test, any rental at an insignificant rent or for a use which indicates that the purpose of the rental arrangement was not for the production of rental income is to be disregarded. It is important to note that the "use" test is not overcome by the fact that the rental derived is a fair rent for that use.58

(49)IRC § 857(b)(6)(C). Property securing a shared appreciation provision is treated as property held for sale to customers in the ordinary course of business if it is such in the hands of the persons holding the property or it would be if held by the REIT. IRC § 856(j)(2)(B). In order to coordinate the shared appreciation rules with the prohibited transactions safe harbor, the REIT will be treated as having sold the secured property when it recognizes any income from the shared appreciation provision, and any expenditures made by the holder of the secured property are treated as made by the REIT. IRC § 856(j)(3).For purposes of IRC § 857(b)(6)(C), if a REIT is treated as having sold secured property, the trust will be treated as having held the property for at least four years if the secured property is sold or otherwise disposed of pursuant to a Title 11 (bankruptcy) case, the seller is under the jurisdiction of the bankruptcy court in the case, and the disposition is required by the court or is pursuant to a plan approved by the court. The preceding provision does not apply if the secured property was acquired by the seller with the intent to evict or foreclose, or the trust had reason to know that default on the shared appreciation obligation would occur. IRC § 856(j)(4).

If not then has to pay 100% tax on the income per prohibited transaction.

Even if it does apply and no 100% tax, is it also allowed to be excluded from the income test? Or does it have a 100% tax on the lesser amount by which it failed (See section after pasted below.)
We have seen that a REIT is not disqualified for failing to meet the gross income source requirements of IRC Section 856(c) if the failure is due to reasonable cause and the REIT complies with certain other conditions.43 

The cost to the REIT for this is a 100 percent tax on the net income attributable to 

the greater of the amount by which the REIT failed the 95 percent test or the 75 percent test.44 

To determine such net income, the amount by which the respective test is failed is multiplied by the following fraction:

	real estate investment trust taxable income for year in question45

__________________  

gross income of REIT for year in question46


Inventory property but didn’t finish construction (so safe harbor)
Suppose it did not complete construction and offered the whole apartment building for sale?

Then it would seemingly definitely meet the safe harbor re prohibited transactions. But would still be bad income? Or could it use 1237 safe harbor (from property tax. Probabl ignore.)? (didn’t check statute to see if REIT exception.) 

(a) Safe harbor – 1237 – if all done was subdivide and sell land, then if you satisfy all three of following (a) not substantially improved land, (b) land not previously held for sale to customers in taxpayer’s business and (c) land held for 5 years; then the first five parcels sold produce capital gains, the rest are ordinary income up to 5% of sales price of every parcel sold during year of sixth sale (including the first five if sold in that year?) and thereafter.
- exception – if dealer (me: I guess look at other transactions), then can’t use this (so question of whether person is dealer is still relevant.)
- comment – note this is just safe harbor, so can still possibly get CG treatment in another way.

Foreclosed and got stores that pay % of profit rent
Alternatively, suppose the property acquired upon foreclosure is a shopping mall and some of the stores are leased to tenants on the basis that, in addition to fixed rent, the tenants pay a percentage of their net profit?

If it is foreclosure property then OK – just pay higher tax here.

If not then it’s bad income and some of it is taxed at 100%.

Forecloses on property with improvements

7. Same as 5., but the real estate investment trust is not the lender and the apartment building is bought at a foreclosure sale arising out of another real estate investment trust’s defaulted loans.

Seems to be OK since purchased the property. But maybe double check the reg. Can still be foreclosure property.
“can include improvements owned by a lessee which a REIT acquires upon default on the lease.” (cited reg.)

8. Suppose a real estate investment trust owned a building and leased it to an unrelated corporation which rented apartments and otherwise managed the property, that corporation defaults in its lease obligations, and that the real estate investment trust acquires the building free of that lease, but subject to leases to the tenants? What are the issues?

Possibly getting bad income on the leases, but that can be dealt with by calling it foreclosure property. Would this be viewed as entering into a new lease though, thus foreclosing the designation as foreclosure property?
(1) I think Stops being foreclosure property at earlier of either 

(a) 3rd taxable year following year trust acquired property 856e2

(i) Can get extension re this. 1.856-6g2 856e3

(ii) Period starts later if something re state law RR 78-3

(b) REIT enters into a lease of the property which yields income that does not qualify as rent 856e4A

(1) Rules relating to acquisitions.   In general, the trust must acquire the property… as the result of having bid in the property at foreclosure, or having otherwise reduced the property to ownership or possession by agreement or process of law, after there was default (or default was imminent) on a lease of the property (where the trust was the lessor) or on an indebtedness owed to the trust which the property secured. Foreclosure property which secured an indebtedness owed to the trust is acquired for purposes of section 856(e) on the date on which the trust acquires ownership of the property for Federal income tax purposes. Foreclosure property which a trust owned and leased to another is acquired for purposes of section 856(e) on the date on which the trust acquires possession of the property from its lessee. A trust will not be considered to have acquired ownership of property for purposes of section 856(e) where it takes control of the property as a mortgagee-in-possession and cannot receive any profit or sustain any loss with respect to the property except as a creditor of the mortgagor. A trust may be considered to have acquired ownership of property for purposes of section 856(e) even though legal title to the property is held by another person. For example, where, upon foreclosure of a mortgage held by the trust, legal title to the property is acquired in the name of a nominee for the exclusive benefit of the trust and the trust is the equitable owner of the property, the trust will be considered to have acquired ownership of the property for purposes of section 856(e). (I think) Generally, the fact that under local law the mortgagor has a right of redemption after foreclosure is not relevant in determining whether the trust has acquired ownership of the property for purposes of section 856(e). Property is not ineligible for the election solely because the property, in addition to securing an indebtedness owed to the trust, also secures debts owed to other creditors. Property eligible for the election includes a building or other improvement which has been constructed on land owned by the trust and which is acquired by the trust upon default of a lease of the land.
[9. Omitted]
REIT owned by pension plan for closely held & 100 person rules
10.
A real estate investment trust has 1,000 shares of stock outstanding, all owned by a qualified pension plan (i.e., a pension plan described in Section 401(a) of the Code). Is there any problem with this ownership structure?
 

Pension trusts and profit-sharing trusts qualifying under IRC §§ 401(a) and 501(a) are considered persons for the purposes of the 100 person requirement. Rev Rul 65-3, 1965-1 CB 267. One person? Look up RR quickly.
In determining whether a REIT is closely held, any stock held by a qualified pension trust (one described in IRC § 401(a) and exempt from tax under IRC § 501(a)) is treated as held directly by its beneficiaries in proportion to their actuarial interests in the pension trust. This rule does not apply if one or more disqualified persons (as defined in IRC § 4975(e)(2), with certain exceptions), with respect to the pension trust, hold, in the aggregate, 5 percent or more in value of the interests in the REIT and the REIT has accumulated earnings and profits attributable to any period for which it did not qualify as a REIT. An entity that qualifies as a REIT because of the pension trust rule is not treated as a personal holding company. IRC § 856(h)(3).
Limit on transferability of shares

Alternatively, assume that 99 of the 1,000 shares are held, one apiece, by 99 individuals (with the balance held by the plan) and that the charter of the real estate investment trust permits the real estate investment trust to refuse to permit the transfer of the shares by an individual if the real estate investment trust concludes the transfer might jeopardize its status as a real estate investment trust. 


Now the CH and 100 person rules are both satisfied.

Transferrabilty thing not a problem

Shares or certificates will be considered transferable even though the trust instrument contains provisions which permit the trustee to redeem shares or to refuse to transfer shares in any case where the trustee, in good faith, believes that a failure to redeem shares or that a transfer of shares would result in a loss of status as a REIT. Treas Reg § 1.856-1(d)(2). Furthermore, the trust may have more than one class of shares of beneficial interest, including a class which gives the beneficial owners a preference as to dividends and a preference on liquidation. Rev Rul 69-610, 1969-2 CB 149.The issuance of two classes of stock, one entitling holders to income and the other entitling holders to capital gains from the sale of trust assets, did not prevent the trust from continuing to qualify as a REIT in Rev Rul 71-405, 1971-2 CB 263.The Service will not rule whether a corporation whose stock is "paired" or "stapled" to that of another corporation will qualify as a REIT if the activities of the corporations are integrated. Rev Proc 2008-3, 2008-1 IRB 110.

One year to meet rules 
Or alternatively, assume that the pension plan owns all of the shares for the first year but on the last day of the year sells 300 shares to the public. 

The first year doesn’t count so this seems OK.
Shares in excess of % are null and void
Or alternatively, the charter provides that any shares owned in the real estate investment trust in excess of a fixed percentage are in effect null and void (i.e, have no voting, distribution or other rights)?


This seems like an odd provision. Not sure. I think OK.
PLR 8921067. Under a common "excess share' provision, if any person attempts to acquire shares in the REIT that would cause them (taking into account the attribution rules in § 544) to own more than a specified percentage of the REIT's outstanding shares, the "excess shares' over the specified percentage are deemed to be transferred to a trust and the attempted acquirer is not entitled to dividends on the shares or allowed to realize a gain on disposition. Typically the specified percentages are between 5% and 9.99%. See also PLR 9205030. The IRS will no longer issue private letter rulings on this issue unless the beneficiary of the trust is a charity. See, e.g., PLRs 9719018, 9630016, 9627017, 9621032, 9552047, 9534022, 9439005 and 9430022. As a practical matter, it may make sense to ensure that the charitable beneficiary is a public charity so that it is not treated as an individual for purposes of the closely held test discussed below. The IRS has also issued rulings approving an excess share plan where the shares "disappear' on an attempted transfer to an ineligible transferee. See PLR 9440026.
Real estate
Air rights
11.
A real estate investment trust acquires raw land, worth relatively little in and of itself, and valuable air rights, i.e., the right to erect buildings over the raw land. Is this a problem?
 

Nope RR – 71-286 Air rights over real property are considered interests in real property and real property assets. Rev Rul 71-286,
Loan secured by air rights
Alternatively, it makes a loan to a corporation, secured solely by the air rights. 

)"The term 'real estate assets' means real property (including interests in real property and interests in mortgages on real property) and shares (or transferable certificates of beneficial interest) in other real estate investment trusts which meet the requirements of this part." IRC § 856(c)(5)(B).
Mobile home community w/plumbing ok – still real estate
Suppose it erects a mobile home community on the land, putting the units on foundations and connecting them to water, sewage and like utilities?
 

A "straight pass-through" mortgage-backed certificate is considered a real estate asset, Rev Rul 70-544, 1970-2 CB 6, as is a note secured by a mobile home unit set on preengineered block foundations. Rev Rul 71-220, 1971-1 CB 210. The mobile home would also be a real estate asset.


1.853-3d says plumbing ok.

Suppose that any or all these investments are made by a partnership in which the real estate investment trust is a partner?

If the REIT is a partner in a partnership, the trust is deemed to own its proportionate share of each of the assets of the partnership and to be entitled to the income of the partnership attributable to that share.28 For purposes of IRC Section 856, the interest of a partner in the partnership's assets is determined in accordance with the partner's capital interest in the partnership. The character of the various assets in the hands of the partnership and items of gross income of the partnership retain the same character in the hands of the partners for all purposes of IRC Section 856.

(28)Treas Reg § 1.856-3(g).

Mortgages, including shared appreciation mortgages

Interest on mortgage that covers real & personal property

12.
Suppose the real estate investment trust takes a $100X mortgage on a building worth $120X, of which $20X represents the value of personal property. Is this a “good” asset?
 

Interest on a mortgage which covers both real property and personal property must be apportioned. Treas Reg § 1.856-5(c)(1). Look this up.

The personal part doesn’t meet 75% test.

 (c) Apportionment of interest--(1) In general. Where a mortgage covers both real property and other property, an apportionment of the interest income must be made for purposes of the 75-percent requirement of section 856(c)(3). For purposes of the 75-percent requirement, the apportionment shall be made as follows:

(i) If the loan value of the real property is equal to or exceeds the amount of the loan, then the entire interest income shall be apportioned to the real property.

(ii) If the amount of the loan exceeds the loan value of the real property, then the interest income apportioned to the real property is an amount equal to the interest income multiplied by a fraction, the numerator of which is the loan value of the real property, and the denominator of which is the amount of the loan. The interest income apportioned to the other property is an amount equal to the excess of the total interest income over the interest income apportioned to the real property.

Loan to partnership secured by partnerhsp’s assets

Suppose the loan is to a partner in a partnership that owns real property and is secured by the partnership interest?


RP 2003-65 says this is OK.

Rev Proc 2003-65, 2003-2 CB 336, sets forth a safe harbor under which a loan made by a REIT that is secured either by a partnership interest in a partnership or by the sole member interest in a disregarded entity will be treated as a real estate asset for purposes of IRC § 856(c)(4)(A) and 856(c)(5)(B).
Shared appreciation mortgage
13. In 11., suppose the mortgage provides that upon maturity or prior sale the real estate investment trust is entitled, in addition to unpaid principal, to 15% of the appreciation in the value of the real estate?

Means in 12?

Any income derived from a shared appreciation provision is treated as gain recognized on a sale of the secured property.25 The REIT is treated as holding the secured property for the period during which it held the shared appreciation provision (or, if shorter, for the period during which the secured property was held by the owner thereof).26

(25)IRC § 856(j)(1). A shared appreciation provision is any provision that is in connection with an obligation held by the REIT and secured by an interest in real property, and that entitles the REIT to receive a specified portion of any gain realized on the sale or exchange of the property (or any gain that would be realized if the property were sold on a specified date) or appreciation in value as of any specified date. IRC § 856(j)(5).

(26)IRC § 856(j)(2)(A).

Services (need to do)

14.
A real estate investment trust owns several office buildings and derives its income from the rental of office space and ancillary services, such as janitorial, security, parking garage, and telephone answering services. Is this a problem?
 Alternatively, the services are provided by 


a separate corporation which is wholly unrelated to the REIT,
 or 


a wholly–owned subsidiary of the REIT which is a “taxable REIT subsidiary”?
 

Suppose the units are rented on a fully-furnished basis, i.e., including desks, office equipment, etc.? 

Suppose the real estate investment trust manages the buildings, directly or through such a separate corporation or subsidiary?

15. Suppose in 14. that the real estate investment trust leases part of the building to a “taxable REIT subsidiary” which in turn provides services to the unrelated tenants. In determining the rents charged to the taxable real estate investment trust subsidiary, what should you be concerned about?
 Suppose the subsidiary is overcharged, i.e., pays an above market rent?

16.
A real estate investment trust is a partner with unrelated limited partners in a limited partnership which owns and operates regional malls and community shopping centers. The partnership negotiates a “naming rights agreement” with a cable television company under which, among other things, the cable television company’s name will be included in the name of a regional mall that is under construction and for which the cable television company will make a payment to the partnership.

Rents/loans
Gross receipts based rent
17.
A real estate investment trust owns several shopping centers and typically rents space on a basis that entitles it to fixed rent plus X% of the tenant’s gross receipts or gross sales for the rental period. 

This is OK. IRC Section 856(d)(2)(A) adds parenthetically that any amount received or accrued by the REIT "shall not be excluded from the term 'rents from real property' solely by reason of being based on a fixed percentage or percentages of receipts or sales." Seemingly, what is required is that the percentage of receipts or sales be fixed at the inception of the lease, and that it not be a subterfuge for a rental based on income or profits.38

(36)IRC § 856(d)(2)(A).

(37)Treas Reg § 1.856-4(b)(3) (1981).

(38)Treas Reg § 1.856-4(b)(3) (1981).

Tenants lease to subtenants who sublease with net income leases

Some of the tenants in turn rent to subtenants under leases that entitle them to percentages of the net income of the subtenant.

If a REIT leases to a tenant who subleases for a rental based wholly or partially on the income or profits of the subtenant, only a proportionate part of the amount received by the REIT from the tenant will be excluded from the category of "rents from real property."39 According to the Regulations, in the given fact pattern, the nonqualifying amount would be the lesser of (a) the contingent rent received by the REIT, or (2) an amount determined by multiplying the total rent received by the REIT from its tenant by the fraction:

	rent received by prime tenant based on income or profits  

__________________  

total rent received by prime tenant.40


(39)IRC § 856(d)(4).

(40)Treas Reg § 1.856-4(b)(6).

Example: 

A REIT owns land underlying a shopping center. The REIT rents the land to the owner of the shopping center for an annual rent of $1 million plus 2 percent of the gross receipts that the prime tenant receives from subtenants. For the taxable year in question, the prime tenant derives total rent from the shopping center of $10 million. Of that amount, $2.5 is received from subtenants whose rent is based, in whole or in part, on the income derived from the property. The REIT will receive $1.2 in total rent, of which $200,000 is based on a percentage of gross receipts of the prime tenant. The portion of the rent that is disqualified is the lesser of $200,000 (the rent based on a percentage of gross receipts), or $300,000 ($1.2 million multiplied by the fraction $2.5 million/$10 million). Accordingly, $1 million qualifies as "rents from real property"; $200,000 does not.

Min (rent received by main landlord based on % from gross receipts, total rent received by main landlord x fraction above.)


Tenant gets qual. from subtenant and REIT gets net rent from tenant
Alternatively, the tenants are entitled to fixed rent plus X% of gross receipts of the subtenants, less any increase since the inception of the sublease in real estate taxes or other expenses of occupancy; and the REIT is entitled to X% of the net rental income of the tenants.

Re subtenants - the lease incorporated an "escalator" provision subjecting the tenant to the payment of additional rent in the event the cost of furnishing basic services (e.g., heat, water, window washing) increased. Revenue Ruling 64-50

Re main landlord-  The first category of excluded income looks to the manner in which the rent is computed. If the determination of the amount paid to the REIT depends in any way on the income or profits derived by any person from the property, the amount is not included within the term "rents from real property,"36 Clearly, the rule is applicable where the entire amount paid is based on income or profits. But should the entire amount received be disqualified where the lease specifies a fixed minimum rental as well as a percentage of the tenant's income or profits in excess of a stated amount? The Regulations so provide,37 and no case has held to the contrary. (36)IRC § 856(d)(2)(A).

(37)Treas Reg § 1.856-4(b)(3) (1981).
(6) Special rule for certain property subleased by tenant of real estate investment trusts.--
(A) In general.--If—(I THINK SINCE WHAT SUBTENANTS GOT IS QUALIFIED THEN WHAT MAIN TENANT GETS IS QUALIFIED.)
(i) a real estate investment trust receives or accrues, with respect to real or personal property, amounts from a tenant which derives substantially all of its income with respect to such property from the subleasing of substantially all of such property, and

(ii) a portion of the amount such tenant receives or accrues, directly or indirectly, from subtenants consists of qualified rents,

then the amounts which the trust receives or accrues from the tenant shall not be excluded from the term “rents from real property” by reason of being based on the income or profits of such tenant to the extent the amounts so received or accrued are attributable to qualified rents received or accrued by such tenant.

(B) Qualified rents.--For purposes of subparagraph (A), the term “qualified rents” means any amount which would be treated as rents from real property if received by the real estate investment trust.
Rent to related party
18. A real estate investment trust owns an office building which it rents on a net lease basis to several tenants, one of which is a 15% shareholder of the real estate investment trust. Is there any problem?
 

The second exclusion, founded on the relationship between the REIT and its lessee, disqualifies any amount received or accrued directly or indirectly from a corporate lessee, if the REIT owns 10 percent or more of the total combined voting power of all classes of stock of the corporation entitled to vote or 10 percent or more of the total value of shares of all classes of stock of the corporation.44 

If the lessee is not a corporation, the exclusionary rule applies if the REIT owns an interest of 10 percent or more in the assets or net profits of the lessee.45 

(44)IRC § 856(d)(2)(B)(i).

(45)IRC § 856(d)(2)(B)(ii). The fact that a corporation's directors are also the directors of a real estate investment trust to which the corporation pays rent does not itself remove the payment from the category of "rents from real property." Rev Rul 70-542, 1970-2 CB 148.

Attribution rules re above: 
The specified degree of ownership can be either direct or indirect;  the attribution rules of IRC Section 318(a) apply with one change--attribution will run between a REIT and a person owning 10 percent of the beneficial interests of the trust, not 50 percent as prescribed by IRC Sections 318(a)(2)(C) and 318(a)(3)(C).46 In other words, rents received from property leased to an individual owning 10 percent of the beneficial interests of the REIT, or to a partnership or corporation in which such person has a 10 percent or greater interest, will not be considered "rents from real property."

(46)IRC § 856(d)(5).

Rent to tenant who relates to related subtenant
Alternatively, the real estate investment trust has no interest in the tenant but the tenant subleases to a partnership in which the REIT is a 20% partner?

Since IRC Section 856(d)(2)(B) refers to "any amount received or accrued directly or indirectly," the second exclusion may apply even if the REIT has no ownership interest in the prime tenant. For example, assume that the REIT leases property to a tenant at an annual rental of $60,000 and that the tenant subleases the property at a total rental of $75,000, of which $25,000 is paid by a subtenant in which the REIT does own the specified percentage of stock or interest in assets or net profits. Only $40,000 of the total rent paid by the tenant to the REIT will qualify as "rents from real property." The balance of $20,000 (25,000/75,000ths of $60,000) will be excluded by virtue of IRC Section 856(d)(2)(B).47

 (47)Treas Reg § 1.856-4(b)(4).

The entire amount is not rent.

Mortgage to real estate developer
19.
A real estate investment trust lends $X million to a corporation, to be used to acquired and develop land for use as an industrial park. The loan is secured by a mortgage on the land, and the corporation’s note bears interest at the rate of 10% plus the greater of 1% of the corporation’s gross receipts from the sale of the land or $Y an acre. Is there any problem?

The loan itself is ok b/c it’s a mortgage on real property.

But this seems like a disguised way of being a developer in real property, something which REITs are not allowed to do.

Miscellaneous

20.
The trust described in the Morrissey case (see the materials for Class 1) seeks to qualify as a real estate investment trust in 1921-23 or, alternatively, in 1925. Is there any problem? What else would you consider? 

REIT owning corporation (not TRS)
21.
In order to limit its liability to environmental and other liabilities, a real estate investment trust sets up a corporate subsidiary to hold a piece of real estate. How can the real estate investment trust treat the subsidiary?
 

The income of a 100 percent owned subsidiary of the REIT is treated as the income of the REIT for this purpose. IRC § 856(i). (the income test.)

One of the principal purposes for the income restrictions imposed on REITs is to ensure that the vast bulk of a REIT's income is from passive sources and not from the active conduct of a trade or business. HR Rep No 2020, 86th Cong, 2d Sess 6 (1960).

Me: But the above wouldn’t be true for a taxable REIT sub, right? Normally you rent a piece of the property to the TRS, but why couldn’t you just put property in the TRS? Actually it seems like it would be perfectly fine. No need for a TRS here. That’s what you use if getting rent for non real property use.
Alternatively, it acquires all of the stock of a corporation that holds the property.

Same. Same TRS question.

Problems #3

Problems – Issues related to both RICS and REITs

Dividends paid deduction
Basic have to distribute 90% rule
1. For a taxable year, an investment company has dividend income of $90X, net capital gain from the sale of long-held positions in shares of stock of $40X and incurs expenses of $10X.  It declares and pays, within the year, quarterly cash dividends of $5X a quarter.  Any problem?

Have to distribute At least 90% of inv. Co. taxable income (basically ordinary income.) Can use make up rule for the rest.

f) Dividends paid deduction of 561 allowed, but without regard to CG dividends and tax exempt dividends. 852b2

i) Other notes

(1) Also can deduct special div paid on preferred shares. RR 74-177
(2) Has to meet definition of dividend in 316. Through that also picks up 305 rules.
(3) Make up rule  (prof. says facts don’t indicate make up rule used here.)

(a) dividend paid after the close of the year will be considered as having been paid during the taxable year if the RIC declares the dividend prior to the time it is required to file its return for the taxable year, and then distributes the amount of the dividend to its shareholders Rev Rul 69-445 in the 12-month period following the close of the taxable year, but not later than the date of the first regular dividend payment made after the declaration. 855. Note how this impacts dividends paid deduction & income distribution rules. 

(b) Have to make election.
- can’t do it if distrib > E&P for prior year. 1.855-1(b)(1). But when calculating E&P exclude 855a distribs made in prior year, b/c that’s thought to come out of E&P of 2 years prior. 1.855-1b1
- .855-1(b)(1) See PLR 9345016 for an example of an instance in which the IRS granted an extension of time to file the election. Shortly before the due date of the return, the advisor hired by the taxpayer to review and file the taxpayer's returns moved its accounting opera-tions to another floor and reassigned responsibility for such review and filing to a different segment of its accounting department.
- can’t revoke election after time tax return due. 1.855-1(b)(2
(c) Still have 4982 excise tax.

Then the capital gain too can be made up or pay tax.
Offers them shares instead of dividend
2. Same as 1., except that the shareholders may elect to take dividends in additional shares of the investment Company’s one class of stock.  If and to the extent that the shareholders do not so elect, the investment company will pay cash dividends of $80X.  Does this affect your analysis?

Actual distribution not required. Just have to make available. RR 65-89. RR 69-120. So this is OK.
Redeem and issue more shares – preferential?
3. An investment company continuously offers to issue and redeem its shares at net asset value, which includes income earned up to the date of issuance or redemption (i.e., is a so-called “open end” fund).  For a taxable year, it issues and redeems shares, receiving $10X on issuance in respect of income earned up to the date of issuance and paying $10X on redemption in respect of income earned up to the date of redemption.  It has investment company taxable income of $100X and pays quarterly cash dividends of $80X in the aggregate.  Any problem?

Nope. OK b/c it’s an open ended fund.

The regulations under § 562 provide that distributions in cancellation of stock also are subject to the prohibition against preferential dividends and that such distributions are preferential if they are not made on a pro-rata basis. [FN547] However, such a result does not apply to distributions in redemption of shares by open-end investment companies. In New York Stocks, Inc. v. Comr., [FN548] the Second Circuit held that such redemptions by open-end companies were not preferential dividends. The court based its conclusion on the fact that each shareholder in an open-end investment company has an equal right to redeem his shares and the fact that every shareholder receives his fair proportion of the earnings during the period he elects to remain a shareholder either on redemption of his shares or through the payment of regular dividends. The court also noted that the treatment of such a redemption as preferential would require open-end investment companies to make distributions to every shareholder whenever any one shareholder redeemed his stock. The court concluded that such a result could not have been intended by Congress in light of the favorable tax treatment Congress had allowed for RICs.
Management fees allocated more to smaller SHs
4. Management fees for service provided to an investment company are, through the investment company, allocated to the shareholders on a basis on which smaller shareholders pay a larger share of the net asset value of their shares, reflecting the investment company’s view that smaller shareholders are proportionately more expensive to service than larger shareholders.  Any problem?

GCM 39457 – preference.

Pretend the RIC paid the aggregate fee to the investment advisor and deducted the fee from the dividends paid to SHs.

But in this case where some SHs paid more as % than others, then you now have a preferential dividend.

14) Then Rev Proc 99-40 came out, giving rules for when expenses could be allocated to different SHs.

a) Still can’t do investment advisory fees though.

b) But you could do things like custodial fees or administrative expenses. 

In Rev. Proc. 96-47, [FN562] and Rev. Proc. 99-40, [FN563] the IRS describes conditions under which distributions made to shareholders of a RIC may vary and nevertheless be deductible as dividends under § 562(c). In both of these revenue procedures, the IRS allowed differences in 12b-1 fee arrangements for shareholder services or the distribution of shares or both where the shareholders in 'Qualified Groups' are allocated and pay the fees and expenses of such arrangements. The term 'Qualified Groups' is defined as groups of shares that have different arrangements for shareholder services or the distribution of shares or both and for which the shares are publicly offered. The revenue procedures are intended to be 'safe harbors' for avoiding preferential dividends and arrangements that are not specifically covered by the revenue procedures (e.g., where the differences are not among Qualified Groups) are not necessarily preferential dividends.

Comment:  It appears that the IRS used the term Qualified Group in Rev. Proc. 96-47 and Rev. Proc. 99-40 since it did not want to specifically determine whether such groups would be treated as separate classes of shares.

In Rev. Proc. 99-40, [FN564] the IRS addressed the treatment of RIC shareholder distributions that differ in part as a result of the allocation of either a fee or expense or the benefit of a waiver or reimbursement of a fee or expense. [FN565] Rev. Proc. 99-40, § 3, requires that its interpretation be consistent with the SEC's interpretation of analogous requirements in the rules under the 1940 Act. To allocate fees and expenses differently to different Qualified Groups, a company must satisfy the following requirements contained in § 3 of the procedure:

(1) Each Qualified Group must have a different arrangement for services or distribution of shares and must be allocated the fees and expenses of that arrangement;

(2) Each Qualified Group may be allocated other fees and expenses, except for advisory or custodial fees related to the management of the RIC's assets, if the group actually incurs the amount of these allocations; and

(3) Each Qualified Group's share of advisory and custodial fees must be proportional to the net asset value of the Group's share of the RIC's net asset value unless it is the result of the application of the same performance fee provisions in the advisory contract to the different investment performance of each Group. [FN566]
Additionally, the rights and obligations of the shareholders in each Qualified Group must be set forth in the RIC's organizing documents and each Group must meet the § 67(c)(2)(B) requirements for the characteristics of shares of a publicly offered RIC.

Rev. Proc. 99-40 also sets forth certain rules that must be satisfied with respect to waivers and reimbursements in multiple class funds. To allocate a waiver or reimbursement of a fee or expense, a RIC must meet the following requirements in § 4 of the procedure:

(1) The benefit related to fees or expenses from arrangements for shareholder services or distribution of shares under Rule 12b-1 must be allocated entirely to the shareholders of the class of stock which incurred the fee or expense;

(2) A benefit from other fees or expenses (aside from advisory or management fees) must be allocated in accordance with the method of allocation of the fee or expense itself (e.g., on the basis of expenses actually incurred by a Qualified Group or on the basis of net asset value of each Group); [FN566.1] and

(3) A benefit from advisory or management fees must be allocated to all shares by net asset value. [FN567]
If variations in distributions to shareholders satisfy the conditions of  Rev. Proc. 99-40, § 3 or § 4, then the variations will not prevent the distributions from being dividends under § 852. [FN567.1]
Declare dividend in last quarter pay next year
5. For its taxable year ending January 31, XXXX, an investment company has ordinary investment company taxable income of $120X.  This is earned ratably, at the rate of $10X a month, and the investment company pays quarterly dividends of $30X on each of April 30, July 31, October 31 and January 31.  For the next taxable year, the investment company has ordinary investment company taxable income of $240X, also earned ratably, and pays dividends of $60X on each of April 30, July 31, October 31 and January 31.  Does any of this affect the taxation of the investment company or its shareholders?
  If so, how?

Nope. If div declared in oct, nov, dec. Then deemed paid 12/31 even if actually paid next January. 852b7. So SHs in this case can still take it into income in the prior year, otherwise would have taken it into income in the year received.

Otherwise have excise tax

c) 4982 – excise tax of 4% of required distribution – distributed amount.

i) Required distribution = 97% of ordinary income + 98% of net CG income for year ending 10/31 + (gross up required distrib for last year [basically don’t reduce for dividends paid and some other stuff] – actual distrib for last year.)  4982b

(1) Ordinary income – (=?) inv. Co. income + net CG (double counting?) + add back div paid deduction (so don’t take it) + (don’t factor in g/l on sale of a capital asset) + (treat calendar year as RIC’s tax year) 4982c.

(a) Re calendar year thing, unless elect under 4982e4 to use 11/x or 12/x tax year,

(i) note some exception for sale of PFIC stock after 10/31 not counting. They’re added to next year. 4982e6.

(ii) Also don’t include foreign currency gain on 988 transactions after 10/31. Add these to next year. 4982e5 I think see above 852b10.

(iii) For cap gains also only look until 10/31 and reduce by net ordinary losses (calculated using rules of this section.) 4982e2

ii) Distributed amount = div. paid deduction + tax on ordinary income and net CG + (distributed amount last year- required distr last year.) 4982c.

iii) Other notes

(1) Due 3/15 of next year.

(2) For this section, deficienty div. taken into account at time paid, and income giving rise to it treated as arising at tiem dividend paid. 4982e3.

Make up rule
6. Same as 5., except that the dividend for the fourth quarter, amounting to $30X, is paid in the following year, before the filing by the investment company of its return for the prior year or the payment of its first regular dividend for the current year, and the investment company elects to treat the dividend as though paid in the prior year.  Can such an election be made?
  How are the company and its shareholders taxed?

RIC pretends it was made in the prior year – this is called the make up rule. 855. Still have excise tax though under 4982.

SH though includes it when received.

a shareholder generally includes dividends received from an RIC in gross income for the taxable year in which they are actually received.2 This rule applies even though the distribution is made with respect to a valid Section 855(a) election by the corporation to treat the dividend as having been paid in the prior taxable year.3

A special rule governs any dividend declared by an RIC in October, November, or December of any calendar year and payable to shareholders of record on a specified date in such month. The dividend is deemed to be paid by the company and received by the shareholder on December 31st, if the dividend is actually paid by the company during January of the following year.4 The special rule does not apply for purposes of IRC Section 855(a).5
Declared last quarter re CG dividends
7. Same as 5, except that, in addition, the investment company realizes net capital gain in the second taxable year of $100X, resulting solely from sales of securities in July of that year, and pays out a dividend of $100X on the last day of its taxable year (i.e., on January 31).  Does this affect the taxation of the investment company?  If so, how?

Make up rule - Just as with ordinary dividend, can elect to have CG div paid after close of tax year, as having been paid in tax year. 855c. 1.855-1(b)(1).

Still have 4982 excise tax though? Seems so. “+ 98% of net CG income for year ending 10/31”
I think for CGs &4982 only look until 10/31? 

(a) 4982 – excise tax of 4% of required distribution – distributed amount.

(i) Required distribution = 97% of ordinary income + 98% of net CG income for year ending 10/31 + (gross up required distrib for last year [basically don’t reduce for dividends paid and some other stuff] – actual distrib for last year.)  4982b

1. Ordinary income – (=?) inv. Co. income + net CG (double counting?) + add back div paid deduction (so don’t take it) + (don’t factor in g/l on sale of a capital asset) + (treat calendar year as RIC’s tax year) 4982c.

a. Re calendar year thing, unless elect under 4982e4 to use 11/x or 12/x tax year,

i. note some exception for sale of PFIC stock after 10/31 not counting. They’re added to next year. 4982e6.

ii. Also don’t include foreign currency gain on 988 transactions after 10/31. Add these to next year. 4982e5 I think see above 852b10.

iii. For cap gains also only look until 10/31 and reduce by net ordinary losses (calculated using rules of this section.) 4982e2

(ii) Distributed amount = div. paid deduction + tax on ordinary income and net CG + (distributed amount last year- required distr last year.) 4982c.

ACTUALLY RULE FROM EARLIER RE 1/31 SEEMS TO APPLY FOR CG DIVS TOO
Multiple classes of shares
Two classes =/= series fund
8. An investment company has a portfolio of tax-exempt debt obligations and a portfolio of common shares, the latter having a value of about twice the former.  It has two classes of shares, one of which relates solely to the portfolio of tax-exempt obligations (i.e., is entitled to distributions only out of income from those obligations and has a net asset value determined solely by reference to those obligations) and the other of which relates solely to the portfolio of common stock.  In a taxable year, it has dividend income of $100X, and interest income of $50X, a net long-term capital gain from sales of common stock of $25X and a net capital loss from sales of tax-exempt obligations of $5X.  It pays out all of its net dividend income to the holders of the class relating to the portfolio of common stock and all of its net interest income to the class relating to portfolio of tax-exempt obligations.  How are the holders of the two classes of shares taxed?
  What do you recommend?  Suppose your recommendation is not followed?
If paying on one class of stock can’t declare more CG div. than that class share of CG. RR 89-81.

Example – RIC has preferred and common stock. Div. comes in. Want to give it all to preferred SHs. Can’t do this (in RR paid 30 div on preferred 120 on common. Character of divs was 50 ordinary and 100 CG. Had to pay 120/150 of each to the common.)

Example – I think prof.  said that similarly, not sure if you can allocate tax exempt div. to preferred.

From class – 

Union Trustees case then statute amended said you could have series fund. Fund itself only one 40 act registration, but each fund itself must qualify as a RIC on its own. 

851g – series funds – if RIC has more than one fund each fund treated separately.

(b) But this isn’t separate funds, but rather two classes of shares. So can’t do above. In the case of an RIC having more than one fund, each fund shall be treated as a separate corporation for purposes of taxation (except for the definition of an RIC). 851g2. A fund is defined as a segregated portfolio of assets, the beneficial interests in which are owned by the holders of a class or series of stock of the RIC that is preferred over all other classes or series of stock in respect of the portfolio.IRC § 851(g)(2)
So basically ahd they segregated the assets could do this?
Section 654(a) of the 1986 TRA added § 851(h) (subsequently redesignated as § 851(g)), [FN1329] which provides that each "fund" of a series fund is treated as a separate corporation. [FN1330] For these purposes, the term "fund" is defined to mean a segregated portfolio of assets, the beneficial interests in which are owned by the holders of a class or series of stock of the RIC that is preferred over all other classes or series in respect of such portfolio of assets. [FN1331] The provision applies to both series trusts and series corporations.

Thus, each separate portfolio of a series corporation is treated as a separate corporate taxpayer which may qualify as a RIC if it satisfies the requirements for RIC status on a separate basis. [FN1332] In addition, there can be no offsetting of capital gains and losses among the portfolios for purposes of calculating net capital gains. Eligibility to pay capital gain dividends and exempt-interest dividends and the ability to pass through the foreign tax credit (or deduction) are also tested on a separate basis. The same treatment applies to the separate portfolios of a series trust.

Comment: Since each of the series of a series fund is a separate taxpayer, taxpayer identification numbers must be obtained for each of the separate series.

As a result of the 1986 TRA, a series corporation formed prior to October 22, 1986, was converted from a single entity into a group of separate corporate taxpayers. A special transitional rule under § 654(b) of the 1986 TRA provided that the resulting separate treatment under the 1986 TRA would not give rise to any realization or recognition of income or loss by the series fund, its portfolios or its shareholders. In such a case, the existing tax attributes of the series fund (e.g., capital loss carryovers) were to be "appropriately allocated among the portfolios."

RIC paying CG divs. to one class
9. An investment company invests in shares of public utilities and issues two classes of shares.  One entitles the holders to preferential dividends at a fixed rate, to the extent of the investment company’s net income from dividends on the utility shares, and is redeemable by the company at its issue price; and the other class entitles the holders to distributions of any capital gain and any remaining dividend income.  For a taxable year it has dividend income of $100X, expenses of $20 and net capital gain of $25; and it pays dividends of $75X on the class entitled to dividends out of net dividend income.  How are the shareholders taxed?

I thought you couldn’t separate out capital gains to only one share? But maybe didn’t distribute any capital gains here? Which you could do b/c got entitlement? I think you can b/c of entitlement. I think question is could you set up the entitlement this way.
Under transferrable shares - The issuance of two classes of stock, one entitling holders to income and the other entitling holders to capital gains from the sale of trust assets, did not prevent the trust from continuing to qualify as a REIT in Rev Rul 71-405 but this was for a REIT 
RIC DEFINITELY CAN NOT DO THIS.

REIT paying CG divs to one class
10. A real estate investment trust has two classes of shares.  One, designated “income” shares, is entitled to all distributions of real estate investment company taxable income; and the other, designated “capital” shares, is entitled to all distributions of net capital gain realized on the sale of the assets of the trust.  For a number of years, the real estate investment company has real estate investment company taxable income, which is distributed to the holders of the income shares; it then sells all of its assets and makes distributions to holders of its income shares equal to $50X, being the amount of its real estate investment company taxable income for the year, and distributions of $1,000X to the holders of its capital shares, being the amount of its net capital gain for the year.  It tells the holders of the capital shares that the distributions are “capital gain dividends” and the holders of the income shares that the distributions are of ordinary income.  How are the trust and the shareholders taxed?

Seems to be OK per last RR.

Prof. then says it’s nto clear that can do that allocation. Prof. also said that RIC definitely can’t do this (me: I think preference.)

Reorganizations, etc.
Trying to move stock to RIC/LLC no gain
11. An investment bank solicits investors who hold appreciated but essentially undiversified portfolios of securities to transfer those securities to a newly-formed investment company in exchange for shares of its stock.  The investment company intends to qualify as a regulated invest​ment company (since its portfolio will be diversified).  Alternatively, the investment company may be organized as a limited liability company and not make any election under Regs. § 301.7701 or register under the ‘40 Act.  How are the investors and the investment company treated in respect of this transfer?

351e says can’t get no gain recognition on transfer to the RIC.

721b says can’t do it for partnership
Tax free re-org b/w diversified/not diversified & RIC
12. A family-held investment company transfers its assets, consisting of a portfolio of stocks and securities, to a regulated investment company in exchange for shares of its stock and then liquidates, distributing the shares to the shares of the regulated investment company to its shareholders.  Assume that the portfolio (a) is or (b) is not diversified.  How are the company, its shareholders and the regulated investment company taxed with respect to this transaction?

Not diversified - Rule says you can’t have a tax free reorg b/w diversified RIC and someone who isn’t diversified. 368a2F

Is diversified – Now you meet the a2F diversified requirement, but then when the shares are distributed the shareholders are taxed. 337d1 says that they are taxed upon distribution (can either pay the tax on day one or when the shares are sold, then the RIC will realize it.) The second rule says you can’t have E&P in non RIC year, but E&P would carry over so would have that problem.
Me: 337d1 re gains that not recognized yet.

E&P rule re previously recognized gains.
368a1C is the reorg provision

337/332 are the provisions that say corp parent can liquidate sub w/o recognizing gain. But 337d1 days IRS to do regs to stop above re inv co. The regs basically treat it like 1374 & S Corps, with some modifications.
COBE rule
13. A manufacturing company sells its assets for cash and then, in a separate transaction, conveys the cash to an investment company for shares of its stock and liquidates, distributing the investment company shares to its share​holders.  How are the investment company and the shareholders taxed with respect to this transaction?

Corp tax seemed to say SH would just have to recognize gain on distrib. But the regs under 337 add the S corp treatment thing b/c transferring assets to RIC.
ME: I THINK THE PROBLEM HERE IS THE E&P THING, B/C DON’T HAVE TO WORRY ABOUT THE BIG THING B/C ALL PRIOR ASSETS SOLD? ACTUALLY I THINK COBE THING IS THE PROBLEM HERE.

Tax free reorg with RICs?
14. An investment company transfers its assets to another investment company, solely in exchange for shares of the transferor which are then distributed to shareholders.  The transferee investment company is an “open-end” company, i.e., continuously offers to issue and redeem shares at net asset value.  What are the consequences to the companies and their shareholders?  What tax issues should be raised with the companies?
 

I can’t think of any problems. ?

Need to pay out E&P thing
15. A corporation engaged in the business of manufacturing widgets sells all of its manufacturing assets, invests in a diversified portfolio of securities, registers as an investment company under the ‘40 Act and elects to be treated as a regulated investment company. Any problem?

Nope. 852a2 says need to distribute out all RIC E&P first. 
If make mistake for one or two years can go back to RIC
16. An investment company that was a regulated investment company for many years (and holds substantial appreciated stocks and securities) discovers in 2002 that it failed the asset and/or income requirements for qualification as a regulated investment company for 2001 or alternatively for 2000 and 2001.  What do you suggest?
 
A corporation is exempt from both § 1374 treatment and deemed sale treatment in a conversion transaction if: (1) gain or loss is recognized on the transaction under another Code section; [FN1387] or (2) immediately before qualifying as a RIC the corporation was taxed as a C corporation for two taxable years or less, and immediately before being taxed as a C corporation it was taxed as a RIC for at least one taxable year. [FN1388]

Comment: The second exception does not apply to a corporation that previously was not subject to the RIC tax provisions. Thus, a newly formed corporation that intends to qualify to be treated as a RIC but that fails to meet the requirements of the RIC tax provisions for its first taxable year would be subject to § 337(d) if it qualifies to be taxed as a RIC for a subsequent taxable year.

1387 - Regs. §§ 1.337(d)-6(d)(1), -7(d)(1). Regs. § 1.337(d)-5 does not explicitly set forth this exception.

1388 - Regs. §§ 1.337(d)-6(d)(2)(i), -7(d)(2)(i). Under Regs. § 1.337(d)-5(a)(6)(i), the exception applies if immediately before qualifying as a RIC the corporation was taxed as a C corporation for one taxable year or less. In all three sections of the final regulations, the exception does not apply to assets acquired by the corporation while it was taxed as a C corporation in a transaction that results in the corporation's basis in the asset being determined by reference to a C corporation's basis. Regs. §§ 1.337(d)-5(a)(6)(ii), -6(d)(2)(ii), -7(d)(2)(ii).

This is that one or two year thing from the notes.
REIT fails to qualify
17. A real estate investment trust discovers in 2002 that it has failed one or more of the qualification requirements to be a real estate investment trust for 2001.  What can be done?
  What do you recommend?
Termination

automatic if fail to qualify. 856g1

exception if it failed to comply due to reasonable cause and not willful neglect and they pay a penalty of $50,000 for each failure. 856g5.

iv) Requalification

(1) this is allowed only after a five year period. 856g3

(a) exception (can do earlier) if all of

(i) did not willfully failed to file a tax return in the year of termination

(ii) any incorrect information in the return is not the result of fraud

(iii) the failure was due to reasonable cause and not willful neglect. 856g4

860 REIT deficiency dividends
18. A REIT determines that it has $100X of real estate investment taxable income and $20X of capital gain.  All of the taxable income and capital gain is distributed to shareholders, but the REIT advises shareholders that the $20X is a capital gain dividend. On audit of the return filed by the REIT, the Internal Revenue Service determines that an ordinary loss of $20X claimed by the real estate investment trust in calculating its real estate investment company taxable income is in fact a capital loss and thus increases its real estate taxable income to $120X.  Assume that, in the next year, the real estate investment trust had net capital gain of $50X, which it distributed to shareholders and characterized as a capital gain dividend.  What are the problems? 
d) Deficiency dividends 860

i) If audit determines that REIT had more income or that it had lower dividend paid deduction, then can pay deficiency dividends & qualify.

(1) Determination is defined term. 860e

(2) Only for certain changes (increase in REIT table income, increase in foreclosue property income, increase in excess NCG over NCG dividends, decrease in non CG dividend deduction) 860d2

(3) Has to be paid w/in 90 days after determination. 860f1. 

(4) Treated as being paid in year paid. Not a makeup rule dividend under 858. 860f3

(5) There is intrest and a penalty. 860c1C

(6) Can’t get if there was fraud which caused need for adjustment. 860i

(7) If allowing this results in overpayment of tax, REIT has 2 years from determination date to get refund. 860c2

355 spinoff see last part
19. A corporation engaged manufacturing widgets has also accumulated, over the years, holdings in commercial real estate.  It transfers these to a newly-formed subsidiary and distributes the shares of the subsidiary to its shareholders.  The subsidiary elects to be treated as a real estate investment company and meets all of the applicable tests.  How are the corporation and its shareholders taxed on the distribution?

This is a spinoff, which could be tax free under 355. 

(i) First have a type D reorg - Rules - need

(a) P and/or its SHs is in control (80% vote & value of 368c) of S immediately after P’s transfer.

(i) For this test ignore 368a2Hii.

1. any S stock distributed by SHs.

2. Any new S stock issued (me: after transfer?)

(b) Distribution of S stock meets 355 requirements.

(i) Note that even if it doesn’t can still create S via say a 351.

(c) Taxes

(i) P recognizes no g/l on assets transferred to S. 361a.

(ii) P’s basis in S stock same as its basis in the assets transferred to S. 358a.

(iii) S takes transferred basis in the assets. 362b.

(iv) E&P of P allocated between P and S.

Then you do a 355 to distribute the money tax free.

A. Requirements

1. Control

a. P controls 80% vote value of S before distrib. 355a1A. 368c.

2. A lot of S stock/securities distributed

a. Summary

1) Either all of them distributed or can convince IRS that retention not done for tax avoidance. 355a1D.

b. Other notes

1) What is stock? Not rights to acquire stock. 1.355-1b.

2) Doesn’t have to be done pro-rata. 355a2A.

3) IRS allows retention of some stock generally only when required by loan agreement P had with lender, where stock was collateral. Rev. Rul. 75-321.

4) Series of distributions won’t meet this unless P was under binding commitment to distribute all the S stock from the outset. Commissioner v Gordon 1968.

c. Prof. comment

1) Notes how you can break the 355 by retaining some of the stock. Maybe even some newly issued preferred stock. (SHs can take loss on stock now even though couldn’t take loss on assets per 355.)

3. active TorB

a. summary

1) Both P & S (or in split-up S1 and S2) actively conduct TorB afterwards

2) Each of which, for the last 5 years, 355b2B,C,D.

a) was actively conducted

b) Not acquired during that period in taxable transaction.

c) Not conducted by corp. which P got control of in taxable transaction during the period.

d) Corp. SH (& distributee here) of P didn’t get got control of P via taxable transaction during the period.

b. More on rule

1) What is TorB?

a) Specific group of activities carried on by corp. to earn profit or income. Includes every operation that takes part in the process of earning income, including collections and accounts payable. 1.355-3b2ii.

2) What is active conduct?

a) Active and substantial management and operational functions. 1.355-3b2iii.

i. Activities performed by independent contractors don’t count.

ii. Holding stock, securities, raw land or other passive investments doesn’t count. 1.355-3b2iv.

· Except if performs significant active real estate management svcs. (if corp. provides them in capacity as corporate general partner or as member manager of LLC.) Rev. Rul. 92-17; Rev. Rul. 2002-49.

· Prof. notes how if you go from not actively managing to actively managing, you  have created a new TorB (and new 5 yr period) b/c the prior business wasn’t a TorB at all (not actively managed.)

iii. Examples

· P discovers oil on land used in ranching business. If P didn’t do significant activities in developing the mineral rights, holding them isn’t active business. 1.355-3c ex. 3.

· P owns real estate which it leases. No other services performed by P. not active TorB. Rafferty v Commissioner 1971 (1st cir.)

· Same as last, but P actively manages the properties. This is active TorB.1.355-3c ex. 12. 

· but note example 13 where half of the real estate was leased by S back to P and half to others, this didn’t qualify.

· RR 2001-29 seems to say REIT can actively manage the business. (not per se violative of this rule b/c got REIT qualifying rent.)

· Note somewhat ambiguous problems re: spinoff of rental company (where spins off building and occupies a lot of floors not active TorB, but when occupies only 1 is active TorB) p. 536.2.

· 1.355-3c examples 12 and 13 re: if parent leases too much of the properties from the sub then it might not be OK. This would be disqualified rent any way.
3) 5-year business history rule.

a) Intro

i. See summary above.

ii. Controversy arises over whether activity was its own separate business (requiring own 5 year period) or whether it was part of a business which satisfied 5 year rule.

b) Splitting a business 

i. (was new business created, which must also satisfy 5 yr rule?)

ii. Vertical division

· When split into same type of business. This doesn’t violate active conduct rule.

· Example

· A & B each own 50% of P’s stock. P engaged in construction business for more than 5 yrs. Transfers half the business to sub S. Distributes S stock to A in redemption of A’s P stock. Active TorB req. satisfied. Commissioner v Coady 1961 6th cir. 1.355-3c ex. 4.

iii. Horizontal division

· When split into two different types of businesses. Here it may be evidence of a device (me: tax avoidance device? Book says will discuss on p 366; maybe also 355e?) 1.355-2d2ivC. 

· Example

· Same as last, this time P does manufacturing and research. This time it was pro-rata distribution though (spin-off) and business split into manufacturing and research. Regardless of whether research part (now in S) only provides services to P or to P and others this meets active business part. 1.355-3c ex. 9, but may be evidence of device (E&P distrib device) if S only provides services to P.

c) Growing by buying or setting up new businesses 

i. (expansion of old T&B or acquisition of new T&B [if latter was it taxable?])

ii. Expansion/acquisition in existing TorB

· Ok as long as doesn’t constitute acquisition of new TorB. 1.355-3b3ii. (don’t have to satisfy 5 yr rule for newly acquired business, just for prior business.)

· Example - Expansion to new geographic location isn’t new TorB. (Lockwood’s Estate v Commissioner 1965 8th cir.)

· Like if P operates store in city1. Opens new store in city2. Transfers assets of new store to S and distributes pro-rata to SHs. 5-yr rule satisfied. 1.355-3c ex. 7.

· Similar to last, but now business was shoe store and 2nd business was website which was created. 5yr rule OK. Rev. Rul. 2003-38.

· Example - If P acquired new branch in same business within 5 years in taxable transaction, still isn’t new TorB unless (again the character of the acquisition is such that it looks like new business.) 

· Like if P previously made farm machinery in Bebraska for 5 years, then 2 yrs ago acquired a similar plant in Maine. (Then Maine assets to S and S’s tock to P SHs.) satisfies 5 yr rule. 1.355-3c ex. 8.

iii. Acquisition of new TorB.

· Violates active TorB rule if acquisition was taxable (pretty much anything but tax free re-org.) 1.355-3b4i.

· Prof. notes that even if tax free, that business had to be conducted for 5 years.

· Prof. notes you test whether it was taxable by looking to see if T paid taxes (me: I think if T recognized gain on its taxes), but not if T’s shareholders paid taxes (for example in Type A re-org where they got boot.)

· Prof’s example re: above – A & B own D owns S. K owns C (conducted 2 ½ years.) C merges into S (or S into C) in triangular. K gets D stock and boot (so recognized some gain.) Then 2 ½ years later want to reverse this. Distribute C/S back out to K. This would be OK since T didn’t recognize gain.

· Examples

· P was in apparel business for 5 yrs. Two yrs ago acquired hardware business, put it in S and distributed S. 5 yr TorB requirement not satisfied.

· Same as last, but acquired hardware business in tax-free re-org where some (me hardware business) SHs received boot. Not fully tax-free so 5 yr TorB requirement not satisfied.

· Same as 1st, but acquired hardware business’s shares in taxable stock acquisition. Again 5 yr T or B rule not satisfied.

· Same as last, but this time got the stock in tax-free type B re-org. Here the 5 yr TorB rules are satisfied b/c new business not acquired in taxable transaction. (Me: what if the hardware business had not been conducted for 5yrs before acquisition.)

d) Disposition of recently acquired business.

i. Again fails TorB test if one of the SHs getting a distribution is corporation who acquired P in last 5 yrs in taxable acquisition. 355b2D. (prevents avoiding inside tax as prof. discussed in class.)

ii. Example

· X purchased P in no-338 stock acquisition. P and its sub S engaged in TorB for 5 yrs. X wants to sell S w/o recognizing gain on S’s assets (remember didn’t make 338.) Even if other requirements of 355 are met, P’s distribution of S stock to X won’t satisfy 355.

4. Not E&P distribution device. 355a1B (E&P of P and/or S.)

a. Intro

1) Previously people did this to take out corporate earnings at low cap gains (not higher div.) rates. (I guess you would do distrib. and sale?)

a) Still relevant in preventing tax avoidance by recovering basis in stock. 1.355-2d1.

2) I think from prof. look at whether P’s SHs got cash.

b. Factors based test. 

1) Presumptive factors indicating no tax avoidance purpose. 1.355-2d5i.

a) Absence of E&P (when P and S don’t have E&P, accum or current.) 

i. Takes into account possibility that distrib. would create E&P if 355 didn’t apply. 1.355-2d5ii.

b) Section 302 or 303 exchange redemption.

i. If w/o 355 (me: the redemption) would have qualified for exchange treatment under 302 (w/o 10 year look forward rule) or 303 (death tax redemption.) 1.355-2d5iii, iv. 

ii. But not if P distributed stock of two or more subs and the distrib. facilitates avoidance of div. provisions via subsequent sale of stock of one sub and retention of other. 1.355-2d5i (me: not sure what this is.)

2) Factors indicating tax avoidance device. 1.355-2d2i.

a) Pro-rata distribution. 1.355-2d2ii.

b) Subsequent sale or exchange of P or S stock. 1.355-2d2iii

i. Strength of evidence increases as more stock sold. 

ii. Especially if pursuant to arrangement negotiated or agreed upon before distribution. 

iii. But not if done in tax free re-org or re-org where only insubstantial amount of gain is recognized.

c) Nature and use of assets, (me: and secondary business factor.) 1.355-2d2iv

i. If P or S hold assets like cash or portfolio securities which are not related to reasonable needs of qualifying active business. 

· ratio of such assets to other assets is high is looked at.

· Example

· P distribs S stock to P SHs. Before distrib P transferred excess cash to S. Ratio of other to operating assets now much higher for S than P. This is strong evidence of device. 1.355-2d4 ex. 3.

· But if the ratios were similar it would be weak evidence (ex. 2 same reg section.)

ii. If business of P or S is “secondary business” which services the business of the other corporation, and which can be sold without adversely affecting the business that it serves.

· Example

· P makes steel. It’s sub S operates coal mine solely to supply P. If P distributes S stock to P’s SHs. Evidence of device if can be shown that S could have been sold without affecting P’s steel business. 1.355-2d2ivC.

d) business purpose (needed any way.)

3) Factors indicating not tax avoidance device. 1.355-3d3i.

a) Corporate business purpose.

i. Strength depends on 1.355-2d3ii

· Importance of achieving purpose to success of business.

· Extent to which transaction prompted by person not having interest in either corp, or by other outside factor beyond P’s control.

· Immediacy of conditions prompting transaction.

b) P is publicly traded and widely held.

i. If P publicly traded and no SH owns (directly or indirectly) more than 5% of P stock is evidence. 1.355-2d3iii.

c) Distribs to domestic corp. SHs.

i. If without 355 the SH would be entitled to 80% or 100% DRD, but not if only 70% DRD. 1.355-3d3iv.

5. Business purpose 1.355-2b

a. background

1) from Gregory v Helvering 1935

a) met rules of tax free re-org but court disallowed b/c no business purpose. One of the first substance over form articulations.

2) Advance rulings

a) Previously IRS gave guidance on various business purposes corporations could rely on. Rev. Proc. 96-30.

b) They also gave advance rulings, but in Rev. Proc. 2003-48 IRS said they would no longer give advance rulings. (maybe b/c they felt they had given enough guidance.)

b. Some aspects of rule

1) Called “real and substantial non-federal tax purpose” germane to business of P or S.

2) Business purpose must be corp’s, not shareholder’s. if both then satisfied. 1.355-2b2.

a) Example

i. P is farm engaged in grain and livestock businesses. Two SHs are in same family and disagree as to future of business. So P wants to split business among them to benefit the grain and livestock businesses and also to promote family harmony and facilitate their estate planning goals. Rev. Rul. 2003-52.

3) Tax avoidance (like distrib. of S stock w/o recog. gain) alone isn’t business purpose. Rev. Rul. 2003-110.

a) But federal tax purpose can also exist, in addition to other business purpose. 1.355-2b5 ex. 8.

4) Also need business purpose for distrib. 

a) So not satisfied if P’s goals could have been achieved through nontaxable transaction which  1.355-2b3.

i. wouldn’t have required distribution of S stock.

ii. Was neither impractical or unduly expensive.

b) Example

i. P conducts candy & toy business. To prevent candy bus. From being exposed to risk of toy business, puts candy business in S and distributes S stock. Here could have accomplished goal by just transferring to S w/o distribution. 1.355-2b5 ex. 3.

5) Examples of valid purposes.

a) Comply with law or court decree requiring division of P’s business (antitrust.) 1.355-2b5 ex 1.

b) Split up to resolve SH dispute or to let SHs with different expertise to devote undivided attention to separate lines of business. (same reg ex 2.)

c) Enable key EE to acquire equity interest in either P or S. (same reg ex. 8.). Rev. Rul. 88-34.

d) Dispose of business that is unwanted by corporation seeking to acquire P. Rev. Rul. 70-434.

e) Reduce state or local taxes provided doesn’t also comparably reduce corporate taxes. 1.355-2b2,5 ex. 6 and 7.

f) To help P secure needed additional debt capital. Rev. Rul. 85-122.

g) Improve “fit & focus” by allowing senior managers to concentrate on separate dissimilar businesses. Rev. Rul. 2003-74.

h) Resolve disputes among senior management of public company over capital allocation, when internal dispute for new capital preventing the separate businesses from growing (me: I guess preventing either from getting it.) Rev. Rul. 2003-75.

6. P’s SH have COI in P and S after distrib. 1.355-2c

a. Prof said stock of company which got P or S stock in tax free acquisition can be used to meet this (I think stock of company which got P b/c have interest in [me: old or existing] P or S through that.) 

1) Example

a) So say P spins off S and S is gotten by T in tax free reorg, and P’s prior SHs only own P and T stock, this is OK. (what % of T stock though?)

b. P SHs.

1) 50% of the stock of P and 50% of the stock of S (both by value) must be owned by historic P SHs 1.355-2c1. 

a) Some can own P and some can own S. 1.355-2c2 ex. 2 & 4. Also see Rev. Proc. 96-30.

b) Me: Note has to be historic.

2) Examples

a) A & B own P. P owns S. P distributes S to B for B’s P stock (S and P have same value.) OK. 1.355-2c ex. 1.

b) Same, but pursuant to plan to acquire interest in P, C buys all of A’s stock. Then P does same thing (but now C owns all of P instead of A owning it.) Now 50% of P’s historic SHs own S, but none own P so not satisfied. 1.355-2c2 ex. 3.

3) Textbook seems to indicate 

a) 2 year ownership prior to distribution enough? Rev. Rul. 74-5 (overruled by 89-37 on other grounds.)

b) if sell the stock shortly afterwards can fail COI, especially if had pre-arranged plan to do so (but maybe not if the sale was due to a sudden occurrence.)

7. Can’t violate 355d,e anti avoidance rules (see tax section below.)

a. discussed under tax section below. Note these only affect P’s, not P’s SHs taxes.

Taxes

8. 356 boot, 358 basis, otherwise no gain.

a. SHs basis in S stock is old basis in P stock allocated by FMV, also + gain – boot thing.

b. Boot treated as dividend or CG depending on whether it would have been redemption or div test.

1) Unless spin-off then always 301 div or basis reduction, then CG method.

9. D reorg preceding 355. no tax on formation.

a. Basis of P in S transferred, but this basis irrelevant any way since P won’t recognize any gain.

1) Ask prof about thing he did on board. See 355b2D below.

10. Tax attributes

a. 381 doesn’t apply so only the E&P tax attribute carried forward, and it is split.

b. if distributing existing S from consolidated group everything carries over, even part of the NOL.

11. If S assumes debt in excess of basis then gain recognized by P. 357, just like in 351.

12. Both stock and security holders protected on distribution (but note face amount rule re: security holders.)

1. One of the requirements for a 355 spinoff is that the spun-off REIT continue to conduct a trade or business, that was conducted for 5 years previously. 355b2. Rev. Rul. 2001-29 states that if the REIT receives rent, then the fact that the rent qualifies as good income will not per se lead to the conclusion that the REIT is not conducting an active TorB. 
 1a. But what if the REIT uses an independent contractor to provide the services? It seems like it would not qualify as an active TorB per 1.355-3b2iii?
 1b. What if the REIT uses a taxable REIT sub to provide the services? 
 
2. How long after the re-org does the REIT need to continue to conduct the active TorB? I looked all through my corp tax class materials and couldn't find this.
 
3. Based on your experience, is it clear that the "business purpose" 1.355-2b and "not E&P distribution device" 355a1B requirements of 355 are satisfied in such a transaction?
 
4. Per 1.312-10a, the parent's E&P is allocated to the parent and the new REIT in proportion to the FMV of assets held by each. However, a REIT can not have any E&P from a non-REIT year. What's the best way to get rid of this E&P? By making a very large dividend payment?
 
This problem was a good review of corp tax II!

Can’t do stapling

A corporation that owns and operates a race track transfers the race track (i.e., the race track and the related real estate) to a new corporation that is owned by its shareholders.  The shares of the existing and the new corporation are “stapled”, i.e., can only be transferred by a holder as a unit.  The new corporation elects to be treated as a real estate investment trust.  Any problem with this?

e) In 1984, Congress enacted IRC Section 269B(a)(3) to require that, in applying the tests for REIT status, all stapled entities were to be treated as one entity. I think a later law under 7002? Said that all NQ property goes to the REIT (so you disregard to non-REIT part.)

UPReits
20. An individual and a REIT simultaneously transfer to a partnership, in exchange for partnership interests, appreciated real estate and cash, respectively.  The cash is used to pay down debt of the individual that is assumed by the partnership.  The individual enters into an agreement pursuant to which he may subsequently transfer his limited partnership interest to the REIT for shares of the REIT.

The conversion privilege can possibly create closely held REIT if it’s large enough.

(i) this structure is OK from tax perspective 1.701-2(d), Example 4.

(ii) Note that when shares converted then taxes paid (so convert later to defer.)

(iii) Look through rule to see if REIT passes assets/income test. (See partnership section.)

(2) UPReits – Umbrella partnership REIT

(a) People with real estate put it into a partnership. The REIT then does a public offering and uses that money to buy partnership. There is also provision that lets real estate owners to transfer the real estate (me: should this be the partnership interest?) to the REIT in exchange for REIT shares. So have liquidity.

(b) Comments

(i) No diversification requirement here.

(ii) Arthur Andersen spinoff was done similar to this. 

1. Partners being real estate owners (like), partnership being what it is and REIT being replaced by a corporation. When partners wanted to get out they would trade for stock of corporation which they could then sell.

(iii) Kind of accomplishes above but for real estate.

1. Ask prof. about this. How would you not get basis step up when transferring land?

a. b/c under 721 transferring property to partnership is tax free (at least for individual. Not reit per above though I’m pretty sure.) but note if transferred to REIT would be taxable under that 351 inv co provision (REIT is like inv co RR 87-9)

(iv) this structure is OK from tax perspective 1.701-2(d), Example 4.

(v) Note that when shares converted then taxes paid (so convert later to defer.)

(vi) Look through rule to see if REIT passes assets/income test. (See partnership section.)

December 2, 2008

Problem #5 – Class 8

Real Estate Mortgage Investment 
Conduits, Taxable Mortgage Pools, etc.

1. In 2000, a bank transfers a group of residential mortgages to a trust in exchange for certificates of beneficial interest which it then sells to the public.  There are three classes, the first entitling the holders to all payments on the mortgages until that class is retired, the second entitling the holders to any payments made on the mortgages thereafter until the class is retired, and the third entitling the holders to everything that is left after the first two classes are retired.  How are the trust and the certificate holders taxed?  How is the bank taxed?  What are the options and possibilities?  Can an election under Section 860D(a)(1) of the Code be made to treat the trust as a REMIC?  Suppose no election is made?

2. Same as 1, except that trust issues debt (rather than certificates of beneficial ownership) corresponding to the three classes of interests.  Does this affect your analysis?
  

3. Same as 1., except that the trust elects to be treated as a REIT under Section 856(c) of the Code, the first and second classes of certificates takes the form of debt issued by the trust and the third class takes the form of the beneficial interest in the trust.  How are the trust and the certificate holders taxed?

4. Same as 1, except that the mortgages are not transferred to a trust but are held by the bank and secure the certificates.  Does this affect your analysis?
  

5. REMIC issues several classes of interests, each of which provides for fixed payments of interest and principal over a fixed term, and one class entitled to everything that remains.  It happens that the interest due on the fixed-payment classes is less than the interest due to be received on the mortgages in the early years -- for example, in the first year, the REMIC is entitled to interest of $100X and principal of $20X on the mortgages and is obligated to make payments of $80X in interest and $40X in principal on the fixed classes of interests.  In later years this is expected to turn around -- i.e., interest income of 80x and interest expense of 100x.  How are the REMIC and the holders of the different classes of interests taxed?

6. The interests described in 5. are purchased by

(a)
a regulated investment company; 

(b)
a real estate investment trust;

(c)
a partnership;

(d)
a charity exempt from tax under Section 501(a);

(e)
The State X pension plan;

(f)
a corporation with a net operating loss; or

(g)
a foreign corporation not doing business in the United States.

7. One or more REMICs issue classes of regular interests entitling the holders to all, or a fixed percentage, of the interest received on mortgages which they hold (so-called interest only or IO interests) and one or more other REMICs issue classes of regular interests entitling the holders to all, or a fixed percentage, of the principal receive on mortgages which they hold (so-called principal only or PO interests).  A REMIC acquires IO and PO interests and issues a class of regular interests that provides for both principal and interest.   What issues do you see?

8. A REMIC collects interest income and principal on mortgages and deposits the cash in the bank pending distribution to holders of interests and as a reserve against anticipated expenses.  What consequences to the REMIC?  Alternatively, it forecloses and acquires property that it holds and later sells at a gain and/or it sells mortgages in anticipation of default by the mortgagor?

9. A bank transfers credit card receivables to a trust and sells certificates issued by the trust and entitling the holders to interest at a stated rate on a principal amount.  As credit card balances are paid down by the card-holders, the trust uses proceeds not needed to pay interest, principal or expenses to acquire new receivables from the bank.  What are the options and possibilities – i.e., how would you structure this?  How are the bank, the trust and the certificate holders taxed?  

Problems #4 – Class 7

Fixed Investment and Other Trusts

Mainly the “no investment” rule

1.
A corporation deposits a portfolio of shares of common stock of unrelated corporations with a trustee and sells certificates representing the entire beneficial interest in the trust to the public.  The certificates entitle each of the holders to a uniform percentage of whatever is distributed by the trustee and, except as indicated below, the trustee is obligated to distribute all cash received, whether as dividends or otherwise. Alternatively the deposit is of debt instruments of unrelated issuers.  The trust agreement:

Sell shares of debt

(a)
permits the trustee, in its discretion, to sell shares or debt instruments. Alternatively, the trustee can only sell when it determines that a failure to sell might result in a loss to the trust; or
Former is varying interest.

Latter maybe like RR 90-63?

(b)
provides that the trustee must generally distribute any interest or cash dividends, and any proceeds from sales, to the certificate holders but that cash may be reinvested pending distribution; or
Nope. Per outline have to distribute cash.


(c)
provides that the trustee must reinvest any cash dividends received from a corporation in shares of that corporation's stock if the corporation has in effect a dividend reinvestment plan.
Seems like no per Rev. Rul. 78-149

What is the trust for federal income tax purposes?
  What difference does it make?

Rev. Rul 90-63 The power to consent to changes in the credit support for debt obligations held in an investment trust is not a ‘power to vary the investment‘ within the meaning of section 301.7701-4(c) of the Procedure and Administration Regulations if it is exercisable only to the extent the trustee reasonably believes the change is advisable to maintain the value of trust property by preserving the credit rating of the bonds.

Rev. Rul 78-149 - In the instant case, the power in the trust agreement permitting reinvestment of the proceeds of obligations redeemed prior to maturity, even though limited to reinvestment of the proceeds of redemptions over which the trust has no control, is a managerial power that enables the trust to take advantage of variations in the market to improve the investment of the investors. It therefore is a power to vary the investment of the certificate holders within the meaning of section 301.7701-4(c) of the regulations.

In Rev. Rul. 73-460, 1973-2 C.B. 424, the trustee had the power to accept an issuer's offer to exchange new obligations for existing obligations of that issuer. This power was limited to offers made by issuers who were attempting to refinance the existing obligations and who already had or probably would default with respect to those obligations. This power did not give the trustee the power to take advantage of variations in the market. Rev. Rul. 73-460 is therefore distinguished.

Giving them interest in different bonds not varying the interest

2.
A corporation transfers to a trust a portfolio of U.S. Treasury obligations and then sells certificates representing the entire beneficial interest in the trust to the public.  The certificates entitle the holders to receive amounts equal to all, or a fraction of, specific payments of interest and principal -- for example, a particular certificate might entitle the holder to a fraction of an interest payment due on June 1, 2009 on a specified U.S. Treasury obligation; another might entitle the holder to a fraction of the payment of principal due at the maturity of the obligation.

What is the trust for federal income tax purposes?
  Why do you care?
Example 4. Corporation N purchases a portfolio of bonds and transfers the bonds to a bank under a trust agreement. At the same time, the trustee delivers to N certificates evidencing interests in the bonds. These certificates are sold to public investors. Each certificate represents the right to receive a particular payment with respect to a specific bond. Under section 1286, stripped coupons and stripped bonds are treated as separate bonds for federal income tax purposes. Although the interest of each certificate holder is different from that of each other certificate holder, and the trust thus has multiple classes of ownership, the multiple classes simply provide each certificate holder with a direct interest in what is treated under section 1286 as a separate bond. Given the similarity of the interests acquired by the certificate holders to the interests that could be acquired by direct investment, the multiple classes of trust interests merely facilitate direct investment in the assets held by the trust. Accordingly, the trust is classified as a trust.
Same as last but now get more than could have gotten if directly invest & bankruptcy
3.
Same as 2. above, except that the portfolio consists of debt obligations issued by corporations and the trust provides that, if there is a default by one of the corporations, any payment received thereafter by the trust from that corporation will be divided between the holders of certificates relating to that corporation's debt obligations in proportion to the relative percentages of the present value of all of such certificates, assuming no default -- for example, if the obligation had a principal amount of $1,000 and at the time of default 6 semiannual interest payments of $40 each were still due, each certificate holder would get a percentage of any payment made after default equal to its percentage of the present value of all payments of interest and principal that remained to be made.

What is the trust for federal income tax purposes?
Now not similar to what could do via direct investment so I think last example doesn’t apply.
Same as 2 ago, but prepayment goes to ppl who didn’t own that share
4.
Same as 2. above, except that the portfolio consists of debt obligations of a corporation and the trust agreement provides that, if the corporation pre-pays an obligation in a case where less than all of the obligations of the same issue are pre-paid, the payment will be ratably distributed to all of the holders of certificates relating to principal -- for example, if there were 100 obligations, each with a principal amount of $1,000, and the issuer called 10 of the obligations, the payment of $10,000 would be distributed pro rata with respect to each of the 100 certificates relating to principal (not to 10 of the certificates).

What is the trust for federal income tax purposes?
Now again it seems to violate the “what could have done on own rule” of example 4.
Vary int. rule - Some get dividends, some get excess growth of stock
5.
A corporation deposits shares of the common stock of a single unrelated issuer (e.g., ExxonMobil) with a trustee and sells certificates representing the entire beneficial interest in the trust to the public.  These certificates consist of two groups, one entitling the holders to all dividends and any proceeds from a sale of the shares up to $X, and the other entitling the holders to the excess of any proceeds from a sale of the shares over $X.  The trust agreement specifies that the shares are to be sold on a fixed date and the proceeds then distributed.

What is the trust for federal income tax purposes?

Example 3. A promoter forms a trust in which shareholders of a publicly traded corporation can deposit their stock. For each share of stock deposited with the trust, the participant receives two certificates that are initially attached, but may be separated and traded independently of each other. One certificate represents the right to dividends and the value of the underlying stock up to a specified amount; the other certificate represents the right to appreciation in the stock's value above the specified amount. The separate certificates represent two different classes of ownership interest in the trust, which effectively separate dividend rights on the stock held by the trust from a portion of the right to appreciation in the value of such stock. The multiple classes of ownership interests are designed to permit investors, by transferring one of the certificates and retaining the other, to fulfill their varying investment objectives of seeking primarily either dividend income or capital appreciation from the stock held by the trust. Given that the trust serves to create investment interests with respect to the stock held by the trust that differ significantly from direct investment in such stock, the trust is not formed to facilitate direct investment in the assets of the trust. Accordingly, the trust is classified as a business entity (me: not trust) under § 301.7701-2.

Varying interests w/nonmortgage & mortgage (TMP)

6.
A corporation transfers a portfolio of debt obligations of unrelated issuers to a trust and sells certificates representing the entire beneficial interest to the public.  These certificates consist of two groups, one of which entitles holders to all cash received by the trust, whether principal or interest, until the holders have received $X plus a rate of interest thereon, and the other of which entitles holders to any cash received by the trustee after the payment of the first group of certificates.  (Thus, the first group of certificates gets paid first.)

What is the trust for federal income tax purposes?
  Suppose the debt obligations were mortgages on real property and the certificates took the form of debt?

First one is not a FIT - Example 1. A corporation purchases a portfolio of residential mortgages and transfers the mortgages to a bank under a trust agreement. At the same time, the bank as trustee delivers to the corporation certificates evidencing rights to payments from the pooled mortgages; the corporation sells the certificates to the public. The trustee holds legal title to the mortgages in the pool for the benefit of the certificate holders but has no power to reinvest proceeds attributable to the mortgages in the pool or to vary investments in the pool in any other manner. There are two classes of certificates. Holders of class A certificates are entitled to all payments of mortgage principal, both scheduled and prepaid, until their certificates are retired; holders of class B certificates receive payments of principal only after all class A certificates have been retired. The different rights of the class A and class B certificates serve to shift to the holders of the class A certificates, in addition to the earlier scheduled payments of principal, the risk that mortgages in the pool will be prepaid so that the holders of the class B certificates will have “call protection” (freedom from premature termination of their interests on account of prepayments). The trust thus serves to create investment interests with respect to the mortgages held by the trust that differ significantly from direct investment in the mortgages. As a consequence, the existence of multiple classes of trust ownership is not incidental to any purpose of the trust to facilitate direct investment, and, accordingly, the trust is classified as a business entity under § 301.7701-2.
In second case it would be a taxable mortgage pool, and taxed as a corporation.
Varying int. re dividends on stock

7.  A corporation transfers to a trust preferred stock of an unrelated corporation that provides for a dividend which is periodically fixed to reflect current market rates and sells certificates of beneficial interest to the public.  One group of certificate holders is entitled to the dividend actually paid on the preferred, but not in excess of a fixed rate of interest times the redemption price and a second group is entitled to the balance of any dividends, with the proceeds of any redemption or sale of the preferred to be divided equally between the two groups.

What is the trust for federal income tax purposes?

Example 1. (from before) The trust thus serves to create investment interests with respect to the mortgages held by the trust that differ significantly from direct investment in the mortgages. As a consequence, the existence of multiple classes of trust ownership is not incidental to any purpose of the trust to facilitate direct investment, and, accordingly, the trust is classified as a business entity under § 301.7701-2. So probably not trust.
Rev. Proc. 2003-84 thing. No idea
8. A financial institution transfers to a custodian a pool of municipal or other tax exempt obligations and then sells to investors classes of certificates that are entitled to preferred returns out of interest on the obligations based on short term interest rates, retaining a certificate that entitles the financial institution to all remaining interest (an “inverse” interest).  

What is the trust for federal income tax purposes?

Retaining the sub shares doesn’t void FIT status

9.  A financial institution transfers to a custodian a pool of residential mortgages and then sells to the public certificates representing in the aggregate an undivided 85% interest in all payments received by the trust.  It agrees that, in the event of a default in the underlying mortgages, its 15% share of any payment that was due will be paid to the holders of certificates sold publicly.  

What is the trust for federal income tax purposes?

Example 2. Corporation M is the originator of a portfolio of residential mortgages and transfers the mortgages to a bank under a trust agreement. At the same time, the bank as trustee delivers to M certificates evidencing rights to payments from the pooled mortgages. The trustee holds legal title to the mortgages in the pool for the benefit of the certificate holders, but has no power to reinvest proceeds attributable to the mortgages in the pool or to vary investments in the pool in any other manner. There are two classes of certificates. Holders of class C certificates are entitled to receive 90 percent of the payments of principal and interest on the mortgages; class D certificate holders are entitled to receive the other ten percent. The two classes of certificates are identical except that, in the event of a default on the underlying mortgages, the payment rights of class D certificate holders are subordinated to the rights of class C certificate holders. M sells the class C certificates to investors and retains the class D certificates. The trust has multiple classes of ownership interests, given the greater security provided to holders of class C certificates. The interests of certificate holders, however, are substantially equivalent to undivided interests in the pool of mortgages, coupled with a limited recourse guarantee running from M to the holders of class C certificates. In such circumstances, the existence of multiple classes of ownership interests is incidental to the trust's purpose of facilitating direct investment in the assets of the trust. Accordingly, the trust is classified as a trust.

The Rev. Rul. says that transferring senior shares to holders and retaining sub ones doesn’t void the trust status.

Same as last, but now one group gets guaranteed 1.5%

10.  Same as 9., except that, in addition to its 15% interest, the financial institution retains the right to interest equal to 1.5% of the principal amount of the mortgages.  Part of this is for services to be rendered in connection with the administration of the pool, but part is simply to reflect the fact that, because of changes in interest rates, the mortgages are at a premium to principal amount.

What is the trust for federal income tax purposes?
Seems like subordinated now? Because one party getting guaranteed 1.5%.
Royalty interest trust

11.
A group of individuals transfers royalty interests in a number of mineral properties to a trust in exchange for certificates evidencing the beneficial interest in the trust.  The royalty interests entitle the holder to fixed percentages of the gross or net income from the mineral property.

What is the trust for federal income tax purposes?
ii) RR 57-112 – trust holding mineral interest can rent that interest to others for development, and receive royalties. Still a trust.

Puts stuff into FIT and FIT does a swap
12.
A financial institution transfers to a trust a portfolio of debt obligations of unrelated issuers that provide for fixed rates of interest and simultaneously causes the trust to enter into an interest rate swap, i.e., an agreement to pay to an unrelated counter-party an amounts equal to a fixed rate of interest on a notional principal amount (which in the particular case equals the aggregate principal amount of the portfolio) and entitles the trust to receive from the counter-party a floating rate of interest (e.g., LIBOR or prime) on the same principal amount.  Certificates representing the entire beneficial interest in the trust are then sold to the public.

What is the trust for federal income tax purposes?  Why do you care?
Could have done swap on own and put both in trust, and that seemingly would have qualified. And also this is something investors could have done on their own so facilitating something that could have been done via direct investment. So I’ll guess OK.
Liquidating trust with and without bankruptcy

13.
A corporation adopts a plan of liquidation, sells most of its assets and distributes the net cash to shareholders.  Because of the difficulty of promptly selling certain real estate, those assets are transferred to a trust for the benefit of the shareholders.  The trust agreement directs the trustee to sell the property, and distribute the proceeds to the shareholders, but pending sale authorizes the trustee to manage the property (e.g., pay expenses, make repairs, find new tenants, etc.) and gives the trustee broad discretion with respect to the terms of any sale (e.g., the right to sell for notes, as well as cash).

What is the trust for federal income tax purposes?
  
(1) 301.7701-4d - Liquidating trusts – these were set up to liquidate assets distributed by liquidating corporation.


(a) To qualify here need to have the purpose of liquidation, and all your acis must be reasonably necessary to achieve that purpose. (me: I think of corp.)

(b) These are taxed as grantor trusts (me: so complete pass through I think.)
I think problem might be that there isn’t a set time limit. .02 below. Also investment powers more than just putting in bank 0.04 below.
Rev proc - A ruling generally will be issued that an organization is classified as a liquidating trust if the following conditions are met:

.01 The trust is organized for the primary purpose of liquidating the assets transferred to it with no objective to continue or engage in the conduct of a trade or business and its governing instrument so provides.

.02 The trust instrument contains a fixed or determinable termination date that is generally not more than three years from the date of creation of the trust and that is reasonable based on all the facts and circumstances.

If the trust contains installment obligations, such as those described in section 453(h) of the Code, that are payable over a period that ends more than three years after the date of creation of the trust, the trust term, with respect to those obligations only, may extend for a period that is reasonably necessary to collect and distribute installments on the obligations. For purposes of the preceding sentence, the ruling request should ordinarily contain representations that the trustee annually will compile and disseminate to known shareholders all available tax return information with respect to interest (stated or unstated) and otherwise necessary or useful in reporting under the installment method.

.03 In the case of a trust created incident to a corporate liquidation, (1) the trustee is selected by the shareholders of record or a court of competent jurisdiction, and (2) if the trust is to hold assets for unlocated shareholders, due notice has been given to such shareholders in accordance with local law. In this regard, see Rev. Rul. 80-177, 1980-2 C.B. 109, which holds that a shareholder who was notified was in constructive receipt of a liquidating distribution when the distribution first became payable.
.04 The investment powers of the trustee are limited to powers to invest in demand and time deposits in banks or savings institutions, or temporary investments such as short-term certificates of deposit or Treasury bills.

.05 The trust does not receive transfers of any listed stocks or securities, any readily-marketable assets or any operating assets of a going business. The trust does not receive or retain cash in excess of a reasonable amount to meet claims and contingent liabilities.

.06 The trust does not receive transfers of any unlisted stock of a single issuer that represents 80 percent or more of the stock of such issuer and does not receive transfers of any general or limited partnership interests.

.07 The trust is required to distribute at least annually to known shareholders any proceeds from the sale of assets or income from investments. The trust may retain a reasonable amount of proceeds or income to meet claims and contingent liabilities.

.08 The ruling request contains representations that the trustee will make continuing efforts to dispose of the trust assets, make timely distributions, and not unduly prolong the duration of the trust.
Alternatively, the trust is formed to liquidate assets of a corporation as part of a chapter 11 bankruptcy plan – do the rules differ?

Seems like longer termination period .06. although still no fixed date here.investment powers also limited .09 so that’s not really different.

A ruling generally will be issued that an entity is classified as a liquidating trust if the following conditions are met:

.01 The trust is or will be created pursuant to a confirmed plan under Chapter 11 of the Bankruptcy Code for the primary purpose, as stated in its governing instrument, of liquidating the assets transferred to it with no objective to continue or engage in the conduct of a trade or business, except to the extent reasonably necessary to, and consistent with, the liquidating purpose of the trust.

.02 The plan and disclosure statement must explain how the bankruptcy estate will treat the transfer of its assets to the trust for federal income tax purposes. A transfer to a liquidating trust for the benefit of creditors must be treated for all purposes of the Code as a transfer to creditors (e.g., sections 61(a)(12), 483, 1001, 1012, and 1274) to the extent that the creditors are beneficiaries of the trust. [FN1] The transfer will be treated as a deemed transfer to the beneficiary-creditors followed by a deemed transfer by the beneficiary-creditors to the trust. See Rev. Rul. 63-245, 1963-2 C.B. 144. To the extent that the trust is being created for the benefit of equity interest holders in the debtor, the transfer to the trust should be treated as a transfer to the equity interest holders. Id. The ruling request must explain whether the debtor or the bankruptcy estate will incur any tax liability from the transfer and, if so, how that liability will be paid.

.03 The plan, disclosure statement, and any separate trust instrument must provide that the beneficiaries of the trust will be treated as the grantors and deemed owners of the trust. See Bixby v. Commissioner, 58 T.C. 757 (1972), acq., 1975-2 C.B. 1, and section 677 of the Code. The trust instrument (which may be the plan if there is no separate trust instrument) must require that the trustee file returns for the trust as a grantor trust pursuant to § 1.671-4(a) of the Income Tax Regulations.

.04 The plan, disclosure statement, and any separate trust instrument must provide for consistent valuations of the transferred property by the trustee and the creditors (or equity interest holders), and those valuations must be used for all federal income tax purposes.

.05 Whether or not a reserve is established for disputed claims, all of the trust's income must be treated as subject to tax on a current basis, and the ruling request must explain, in accordance with the plan, how the trust's taxable income will be allocated and who will be responsible for payment of any tax due.

.06 The trust instrument must contain a fixed or determinable termination date that is generally not more than 5 years from the date of creation of the trust and that is reasonable based on all the facts and circumstances. If warranted by the facts and circumstances, provided for in the plan and trust instrument, and subject to the approval of the bankruptcy court with jurisdiction over the case upon a finding that the extension is necessary to the liquidating purpose of the trust, the term of the trust may be extended for a finite term based on its particular facts and circumstances. The trust instrument must require that each extension be approved by the court within 6 months of the beginning of the extended term.

.07 If the trust is to hold any operating assets of a going business, a partnership interest in a partnership that holds operating assets, or 50% or more of the stock of a corporation with operating assets, the ruling request must explain why it is necessary to retain these assets.

.08 If the trust is to receive transfers of listed stocks or securities or other readily marketable assets, the ruling request must explain the necessity for doing so. The trust is not permitted to receive or retain cash or cash equivalents in excess of a reasonable amount to meet claims and contingent liabilities (including disputed claims) or to maintain the value of the assets during liquidation.

.09 The investment powers of the trustee, other than those reasonably necessary to maintain the value of the assets and to further the liquidating purpose of the trust, must be limited to powers to invest in demand and time deposits, such as short-term certificates of deposit, in banks or other savings institutions, or other temporary, liquid investments, such as Treasury bills.

.10 The trust must be required to distribute at least annually to the beneficiaries its net income plus all net proceeds from the sale of assets, except that the trust may retain an amount of net proceeds or net income reasonably necessary to maintain the value of its assets or to meet claims and contingent liabilities (including disputed claims).

.11 The ruling request must contain representations that the trustee will make continuing efforts to dispose of the trust assets, make timely distributions, and not unduly prolong the duration of the trust.

.12 A trust that is a designated settlement fund under § 468B(d) of the Code or a qualified settlement fund under § 1.468B-1 of the regulations is governed by § 468B and the regulations thereunder, rather than by this revenue procedure.

Securitizing credit cards
14. Suppose a financial institution transfers a credit card receivables to a trust and sells beneficial interests in that trust in the market.  As the receivables fall due, the collections are used to purchase additional receivables from the financial institution.

What is this arrangement?
It can’t be a fit because purchasing new securities as old ones are retired. Not a REMIC. Used to be a FASIT but don’t have that. Not a RIC b/c not registered. Not a REIT b/c not real estate. Maybe a PTP but most likely a corporation.
TMP
15.  Suppose a financial institution transfers to a corporation a portfolio of debt instruments in exchange for the common stock and for debt of the corporation.  The financial institution then sells the debt in the market.  Assume that the debt is issued in several series, each with different maturities (as well as interest rates) and that (a) substantially all or (b) less than substantially all of the debt instruments are principally secured by real property.  What are the consequences to the financial institution, the corporation and the holders of the debt if no election is made with respect to the corporation under Section 860D(a)(1) or Section 856(c)(1) (or under any other Section of the Internal Revenue Code)
?
860Da1 – REMIC election.

856c1 – REIT election.

7701i – TMP rules

(2) I think if debt not principally secured by real property then can’t be REIT? If you're getting interests on a mortgage that covers real property and personal property than the interest must be apportioned.1.856-5c1
Problems #7 

S corporations, and tax-exempt and foreign investors

S corporations



1.  You are advising a group of individuals who are interested in forming a business.  What are the choices?  What questions would you ask? 

Choices

S-Corp

Partnership

Limited Partnership

LLC

Questions

What kind of business is it? (some can’t be S corps, also want to know.)

How many shareholders? All US?

Do they need limited liability?

Do they plan on going public one day? (can merge with corporation.)

Do they need more than one class of stock?

If it’s going to be losing money at the start they won’t be able to take it.

Would probably strongly advise against being a corporation.

S corp that wants to merge into C corp



2. The individuals go forward and form a corporation which elects to be an S corporation (whether or not on your advice), contributing some $10X in the aggregate to the corporation in exchange for its equity. The S corporation has over several years $100X of taxable income and makes distributions of $30X to the shareholders.  They are approach by a “C” corporation that wants to acquire the S corporation and is willing to issue shares of its stock to do so.  What would you say to the S corporation?  What would you say to the “C” corporation?

So originally had 10 basis in stock. Went up by 100 income and down by 30 distributions, and down by whatever taxes the S Corp paid (double check this last part.) 

So I would recommend a bootstrap transaction where the S corp pays cash out prior to the merger.

I would also offer the buyer a 338h10 election, so that they can get a free stepup of the inside basis of the assets.

Make sure S Corp shares not transferrable


3.  In the end, the S corporation is not acquired.  One of the individuals dies, the shares pass to the individual’s estate and then, after a year or so, to the individual’s children and their spouses and his/her grandchildren.  One of the children then dies, leaving the shares to his/her spouse and then to the spouse’s family.  



What are you worried about?  What should be (or should have been) done?

It could eventually wind up in the hands of a nonresident alien. Could put in a restriction on transfer of shares, but how would this work when that restriction interferes with intestate succession?

Redemption of S corp shareholder


4.  The S corporation survives all of this, as an S corporation, and then in a later year redeems one of its shareholders for cash and assets of the S corporation.  



What are the consequences?

Don’t have to worry about AAA account, because has no E&P from when it was a C Corp.

Cash distribution – reduce basis first, then have capital gains.

Property distribution – SH gets basis in property equal to FMV. Reduce SH’s basis by FMV of property distributed. Corporation recognizes gain as if they had sold the property (this gain will be taxed to the SHs just like any S corp gain.)

See if it’s different for redemption.

Foreign investors

RIC - Withholding tax to foreign investors



5. An investment company has dividend income of $100x, interest income (including original and market discount) of $200x, short term capital gain of $50X, long term capital gain of $75X, expenses of $25X and pays out, as dividends, all of its net income (i.e., $400x).

RIC has:

Dividend 100

Interest (OID & market) 200

STCG 50

LTCG 75

Expenses (25)



(a) What are the tax consequences to its foreign shareholders?  Assume that such shareholders are/are not covered by a tax treaty that includes the equivalent of Article 10 of the U.S. Model Income Tax Convention.

Dividend 100 – withholding tax

Interest (OID & market) 200 - 871k/881e says no withholding on interest related dividend
STCG 50 – no withholding here either

LTCG 75 – no tax

Expenses (25) – these are allocated between the interest and dividend, reducing them each. Per RR 2005-31 (although there they allocate some to STCG, even though they don’t seemingly have to.)

Have to give notice of the capital gains dividends, including the STCG one.

Remote possibility that conducting us TorB e.g. loan origination.

Same as last but CG not distributed



(b) Suppose the investment company retains and does not distribute long term capital gain but advises

Foreign SH has LTCG income. Do they get a credit against US income? Yes.

iii) What about undistributed CG?

(1) Again taxed to RIC (@35%.) 

(2) SH treated as receiving LTCG in pre-tax amount. 1.852-4b4 PLR 6201319820

(a) SH can get credit too, but must file US tax return. 1.852-9c2.

(i) I think can get interest too (in general not just foreign SHs.) RR 66-200.

If a shareholder of a RIC is a nonresident alien individual and if the RIC designates undistributed long-term capital gains for inclusion in the income of its shareholders, the nonresident alien individual is treated as having received a long-term capital gain, in the amount of his share of the undistributed capital gain, on the last day of the taxable year of the RIC in respect of which the undistributed capital gains were designated. Regs. § 1.852-4(b)(4); PLR 6201319820 A.

The amount of a shareholder's credit for taxes paid by the RIC on undistributed capital gains is treated as an advance payment of tax by the shareholder. The shareholder may claim credit or refund of the tax deemed to have been paid on the shareholder's income tax return for the taxable year in which such amount of undistributed capital gains is includible in gross income. [FN770] If a shareholder of a RIC is a tax-exempt organization not subject to tax on undistributed capital gains, a claim for a refund should be made on Form 990- T. [FN771] Trustees of Individual Retirement Accounts also may claim a refund on Form 990-T. [FN772] Interest is allowable on the amount of the overpayment. The date of overpayment for purposes of computing interest is the last day that the exempt shareholder would be required to file a return if it were not exempt. [FN773]

Comment: A nonresident alien shareholder (or foreign corporation) not otherwise required to file a U.S. tax return must file a return to obtain any refund due.

Foreign SH sells RIC shares


(c) Suppose a foreign shareholder is redeemed or sells his/her/its shares?

Redemption of RIC’s shares is treated as a sale of shares. 302(b)(3); PLR 8524092. So same result both times, has capital gains on which pays no tax.

REIT & withholding for foreign SHs
6. A real estate investment trust that primarily owns and leases U.S. real estate has net rental income of $100x, net gain of $50 from the sale of one of its U.S. properties and it pays a dividend of $150, advising its shareholders that $50 is a capital gain.

100 rent

50 gain from sale of US property

Pays 150 dividend, 50 of which is designated as a CG

REIT - Withholding on non CGs to foreign SHs

(a) What are the tax consequences of the non-capital gain to its foreign shareholders? Assume that such shareholders are/are not covered by a tax treaty that includes the equivalent of Article 10 of the U.S. Model Income Tax Convention. 

BNA says that there will be withholding on the rent per 1441.

REIT - CG div. to foreign SHs


(b) what are the tax consequences of the $50 capital gain dividend to its foreign shareholders?
  Assume, again, that the foreign shareholders are/are not covered by a tax treaty that includes the equivalent of Article 10 of the U.S. Model Income Tax Convention.

FIRPTA tax. Withholding at 35 or 15% (when is it 15%?). 1.1445-8(c).

REIT – CG div. on regularly traded share


(c) Would it make any difference to your analysis if the ordinary dividend was paid on a class of shares that was regularly traded?  

Yes, if the stock was traded on a US securities market, and held no more than 5% in last year then no FIRPTA tax. What si the FIRPTA tax? I think ordinary income rates.
REIT – sale of stock exception if 50% owned by US persons



(d)  Would it make any difference to your analysis if more than 50% of the real estate investment trust was owned by U.S. persons?

Not with regards to the dividend payment. That only applies re sales of the stock.

REIT – foreign SH sells shares


(e)   Suppose the foreign shareholder sold his/her/its shares in the real estate investment trust at a gain? 

Now would pay FIRPTA tax on gain (on entire gain? Double Check Int tax I outline), except if it’s stock in a qualified investment entity or publicly traded 5% 5 yrs thing.

RIC – investing in REITS & subject to FIRPTA

7.  Suppose that the investment company in 5. above primarily invested in shares of real estate investment trusts and those trusts primarily invested in U.S. real estate – would that affect your answer to the questions in 5?

Since investing primarily in REITs who invest primarily in US real estate, seems like “50% or more in US real estate test” satisfied and it’s a US real property holding corporation under 897c2.

Investing in mortgages =/= subject to FIRPTA

8.
Suppose that the real estate investment trust in 6. above primarily held mortgages on U.S. real estate (i.e., did not own properties) – would that affect your answers to question 6?

Per 897c1A it seems like interest as creditor is not a real property interest, and so not a US real property holding corp under 897c2.

Tax-exempt investors
Fund making Leveraged investments
9. You are advising a fund that plans to invest in and trade any instrument that is tradable, using leverage wherever it makes sense; and the possible sources of equity for the fund include US tax-exempt pension and other benefit plans and foreign investors.  Most of the income will be trading profits, but there may also be interest and dividends.




A.  What form might the fund take?  A “regular” corporation? A RIC?  A partnership?

Regular corporation would be OK but have double tax, and might be classified as a 40 act company. What are the negative tax consequences of this?
I don’t think they can be a RIC if they issue debt?

Partnership might work.

Concerns of tax exempt investor



B. What are the concerns that a tax exempt investor may have?
  How might they be addressed?

514 is the debt financed = UBTI thing. Check nonprofit tax outline to see how this relates to debt at entity level instead of project level.

Use a blocker co, where the tax exempt investor invests in a foreign corp that invests in the partnership.

Concerns of foreign investor



C. What are the concerns that a foreign investor might have?  How might they be addressed?

Engaging in trade or business. Again can be prevented by setting up blocker co.

Fund making long term equity investments


10. Same as 9., except that the fund will make long-term equity investments in US corporations, earning some dividend income and capital gain if the investments are successful.  It may in cases where investments fall apart receive “break-up” fees from the US corporation or fees for providing management advice.




A.  What form might the fund take?  A “regular” corporation? A RIC?  A partnership?

I think a RIC, although the break up fees and management advice fees might be bad income.

Partnerhsip would also work.

Concerns of tax exempt investor



B. What are the concerns that a tax exempt investor may have?  How might they be addressed?

UBTI via the management if do via partnership (or set up blocker co.) Or do the RIC but have concerns about bad income.

(i) Trade or business

1. Is investing a TorB? 

a. Prof. says some support for this.

b. But 

i. prof. mentions note debt finance thing.

ii. Prof. says IRS has tried to draw distinction b/w routine and active investment. So they said buying and selling calls was a TorB.

iii. My notes say this is OK?! Prof. mentions later.

(ii) Regularly carried on

(iii) Substantially related.

Concerns of foreign investor



C. What are the concerns that a foreign investor might have?  How might they be addressed?

Trade or business if use partnership, but can set up blocker. If use RIC then should be OK, actually it’s beneficial. 

Via the break up fee thing.

Fund investing in real estate on leveraged basis


11. You are advising a fund that plans to invest in real estate, probably on a leveraged basis, and, again, possible sources of equity for the fund include tax-exempt pension and other benefit plans in the United States and foreign investors.  Most of the income will be from rents and, from time to time, sales of real estate.




A. what form might the fund take?  A “regular” corporation?  A REIT?  A partnership?

Regular corp would work, but you have double taxation.

A REIT would work.

Partnership would work, but have risk of UBTI, but could use a blocker co. 




B. What are the concerns that a tax exempt investor may have?  How might they be addressed?

UBTI if use partnership, but could use blocker co.

(a) REIT - Pension holding reit rule

(i) Now to talk about DB plan rule

1. DB plan that holds 10% by value of pension held REIT, then treat dividends from that REIT as UBTI using some ratio. (maybe look up.)

2. These are generally held by 401a trusts.




C. What are the concerns that a foreign investor might have?  How might they be addressed?

FIRPTA tax. This will exist with all the corps. Maybe invest in foreign corp that invests in US real estate b/c that’s outside US taxing jurisdiction.

Engaged in trade or business if do it via a partnership, but this can blocked with blocker co.

� 	An “investment company” is assumed throughout to be an entity that is, or wants to be, a regulated investment company unless the facts indicate otherwise.


� 	See Sections 1(h), 67(c), 852(a), 852(b)(1) and (2), and 854(b).


� 	See Sections 852(b)(3) and 852(c).


� 	See Sections 852(b)(3)(C) and (D).


� 	See Sections 1212(a)(1) and (3).


� 	See Section 852(c) and Regs. §1.852-5(b).


� 	See Section 853.


� 	See Section 951(a) and related provisions of subpart F.


� 	See Section 851(b).


� 	See Sections 1297 and 1291.


� 	See Sections 1293-95..
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� 	See Section 852(b)(5)(A).


� 	See Section 852(a)(1) and 852(b)(5).


� 	See Sections 852(b)(4) and 246(b)(4)(A).


� 	See Section 874(b).


� 	See Section 854(b)(2).


� 	See Section 851(b) (flush language). 


� 	See Sections 851(b)(2)(B) and 851(h). 


� 	See Section 851(b)(3); Regs. §§1.851-2(c) and -5, Example (2).


� 	See Section 851(d); Regs. §1.851-5, Example (6).


� 	See Section 851(b)(2).


� 	See Sections 1058 and 851(b)(2).
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� 	See Section 852(b)(4)(A).


� 	See Section 852(b)(4)(B).


*	Unless the facts otherwise indicate, a real estate investment trust refers to a corporation or trust that is qualified, or wants to qualify, as a real estate investment trust under Section 856 of the Code.


�	See Section 857(b).


�	See Section 857(b)(3).


�	See Sections 1212(a)(3) and 857(d).


�	See Sections 172(b)(1)(B).
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�	Regs. §1.856-3(g).


�	Sections 856(c)(3)(B), (4) and (5)(B).


�	Rev. Proc. 2003-65.


�	See Sections 856(j).


�	See Sections 856(d)(1)(A) and (B), 857(d)(7) and 857(d)(7)(C)(ii).


�	See Section 856(d)(7)(C)(i)
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� Section 269B(a)(3). 
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� 	See Section 7701(i)(3).


� 	Regs. §1.860D-1(c), 
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� 	Regs. §301.7701-4(c); Rev. Rul. 90-63; and Rev. Rul. 78-149.


� 	Regs. §301.7701-3; and Section 7704.


� 	Example (4) of Regs. §301.7701-4(c)(2).


� 	It is generally the case that, in a bankruptcy proceeding, holders or rights to unaccrued interest would be entitled to nothing. 


� 	Example (3) of Regs. §301.7701-4(c)(2).
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